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1. It canvasses briefly the corporation’ law of the 
entire nation. 

2. It details the necessary steps through organiza- 
tion, operation and dissolution. 

3. It contains forms of option, preliminary subscrip- 
tion contracts, numerous sets of articles of incorpora- 
tion based on the structure of common, preferred, par, 
and non-par value stocks. 

4. It suggests many forms of clauses covering objects 
and purposes. 

5. It illustrates various codes of by-laws, elaborately 
prescribing the powers and duties of the officers in the 
management of the corporation. 

6. It contains a synopsis of Blue Sky Laws of each 

of the states which has adopted that class of legislation, 
and a compilation of forms officially used by the authori- 
ties in those states. 
7. It canvasses the laws of those states permitting the 
issuance of non-par value stock and gives forms for 
appropriate clauses in the articles of incorporation cov- 
ering this feature. 

8. Stockholders’ liability and the manner of enforcing 
such liability is briefly summarized. 

9. It deals with the law covering so-called Massachu- 
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setts Trusts and contains necessary forms for the organi- 
zation and management of this rapidly developing type 
of business organization. 

10. It briefly covers the law relating to Co-operative 
Associations and Joint Stock Companies, and gives the 
necessary forms for effecting these organizations. 

11. It deals with the powers, duties and liabilities of 
officers and agents as representatives of the corporation, 

12. It covers all necessary froms governing changes 
such as change of name, place of business, extension or 
reduction of term of existence, change in number of 
directors or amount of capital stock. 

13. It briefly encompasses the law relating to foreign 
corporations, dealing with the rights and duties involved 
in doing business in other than the parent state. 

14. It contains a complete outline of corporate book- 
keeping and accounting with specific examples of typical 
entries. 

15. It includes complete sets of minutes showing 
necessary acts in organization, including first meeting 
of incorporators, adoption of code of by-laws, first 
meeting of board of directors, application for permit 
for leave to issue and sell securities, the election of new 
officers and all other steps to and including dissolution. 
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The Operation of the Special 
Advisory Committee 


By JoHN E. HuGuHes* 


T THE time of the creation of the Board of Tax 
Appeals by the Revenue Act of 1924, the then 
Undersecretary of the Treasury expressed to the 

writer an opinion that the scheme for the Board of Tax 
Appeals “was absolutely unworkable.” He said that 
prior to its creation there were many more men than 
the number provided for the Board, hearing cases in 
the Review Division of the Solicitor’s office; that each 
one constituted a separate court, whereas the 1924 Act 
required three members of the Board to constitute a 
division ; and that the Review Division of the Solicitor’s 
office was not hampered by technical rules of evidence 
and might proceed much more expeditiously, but not- 
withstanding the number of its members and these other 
factors it was behind in its work. It seemed to him 
that the right of appeal to the Board would necessarily 
result in a great congestion there and seriously impair 
the collection of the revenue. This was undoubtedly the 
prevalent opinion of the Treasury Department at that 
time, and it was reflected by the President in the state- 
ment he made when he approved the Revenue Act of 
1924. 

It was suggested at that time that a body be created 
in the Treasury Department to act between the Depart- 
ment and the Board in the same way that the various 
United States Circuit Courts of Appeal act as a buffer 
between the various District Courts and the Supreme 
Court. However, nothing was done by the Department 
until months later, when a sixty-day conference unit 
was established, the function of which was to settle 
cases after the issuance of a sixty-day letter and prior 
to appeal to the Board of Tax Appeals and to settle 
other cases pending before the Board wherein the tax- 
payer had previously had no hearing and it seemed to 
the attorney in the General Counsel’s office that the 
Government’s case was weak. Prior to the establish- 
ment of the so-called sixty-day conference unit and even 
after its establishment, cases accumulated on the docket 


*Of the Chicago Bar. 
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of the Board of Tax Appeals at an alarming rate, reach- 
ing a number so high that in the ordinary course of 
events a year and a half or two years might elapse be- 
tween the date of the filing of a petition and the date a 
case would be called for trial. This situation neces- 
sarily resulted in a delay in the collection of the rev- 
enue needed to meet the expense of the Government 
and accumulated the interest running against taxpayers 
on deficiencies. Theoretically the money was worth six 
per cent to a taxpayer, but in many cases taxpayers had 
spent the income upon which the deficiency was predi- 
cated and the theory that the money was worth six 
per cent to them did not serve to mitigate the hardship 
accompanying the necessity of suddenly raising funds to 
pay the amount specified on a notice and demand issued 
by a collector. 


Causes of Congestion of Cases Before the Board 


The causes of the large accumulation of cases before 
the Board of Tax Appeals were sought by a committee 
consisting of the General Counsel for the Bureau of 
Internal Revenue, the Assistant to the Commissioner 
and the Special Assistant to the Secretary of the Treas- 
ury. In their report to the Joint Committee on Internal 
Revenue Taxation they summarized their conclusions 
as follows: 

(1) At root, the major problem is one of personnel. 

(2) All tax cases cannot be closed upon a basis of absolute 
accuracy. The attempt to do so is to sacrifice accomplishment 
to unattainable ideal. Prompt and final settlement is often 
more important than meticulous accuracy. 

(3) The collection of revenues is primarily an administrative 
and not a judicial problem. As far as the Federal income tax 
is concerned, a field of administration has been turned. into a 
legal battle field. 


In their extended report they made it clear that this 
vast accumulation of cases had resulted primarily from 
the personnel problem with which the Bureau of In- 
ternal Revenue was confronted and the desire of so 
many of its employees “to settle with mathematical 
accuracy and with pure logic questions which by their 
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nature are not susceptible to mathematical ‘or logical 
determination.” The report made this’ significatit 
statement : 


The Bureau in the past has attempted to determine such 
questions as the valuation of natural resources, the .valuation 
of intangibles, such as patents, the determination ef the amor- 
tization of war facilities, and the computation of depreciation 
by the use of formulas and with mathematical accuracy. -By 
far the majority of the questions arising in disputed cases can 
not be solved with exact precision, but should be settled by 
administrative action within the Bureau on the basis of the 
best judgment of competent officials. 

Important questions of law must, of course, be decided 
finally by judicial tribunals. But the best interests of the 
Government and of the taxpayer will be promoted if the great 
majority of the disputed questions involving no important prin- 
ciple are settled by administrative action within the Bureau. 
Ever a casual analysis of the history within the Bureau and 
through the courts of various cases set out in this report will 
demonstrate that both the Government and the taxpayer will 
benefit by such action. 

The nature of the problems involved in many classes of 
cases makes their solution adaptable to administrative and 
not judicial action. It is impossible to predict the decision of 
a judicial body upon such questions of fact as valuations of 
natural resources, patents, or good will; upon questions pre- 
sented in an amortization determination; upon a case involving 
contemplation of death; upon the propriety of depreciation 
allowances; or upon similar questions. 

Furthermore, the Bureau is not as well prepared as the tax- 
payer to litigate with any success these questions of fact and 
of opinion. It does not have, and so far has not been able to 
secure, sufficient attorneys to present properly to the Board of 
Tax Apoveals and the courts the Government’s position in these 
cases. The statistics show that the Bureau has collected through 
the Board of Tax Appeals only about one-half of the tax 
claimed by it. It is apparent from a study of the Board’s de- 
cisions that the great majority of the reversals of the Bureau 
have been in cases involving questions of fact, judgment and 
opinion. It is believed confidently that as much or more tax 
can be secured by settling these cases bv administrative action 
within the Bureau than by litigation. But even more impor- 
tant than the tax collected will be the benefit both to the Gov- 
ernment and the taxpayer of disposing of these old matters 
without protracted controversy. 

The problem presented by the vast amount of un- 
collected revenue involved in cases pending before the 
United States Board of Tax Appeals was a very serious 
one. At the present time there is involved in the cases 
now pending before this Board more than seven hun- 
dred millions of dollars. A taxpayer had sixty days 
from the issuance of a final letter to file a petition, the 
General Counsel had sixty days more to answer, and 
in the congested condition of the Board a year or two 
years might elapse before the trial of a case. After the 
trial the parties usually requested further extensions to 
file briefs, and after the filing of briefs more time, in 
a number of cases over a year, elapsed before a decision 
was made. After the Board’s decision was a made a 
further time elapsed while the tax was being recom- 
puted in the Bureau and while the parties were contest- 
ing its computation under Rule 50 of the Board. After 
the entry of the final order a taxpayer had six months 
to appeal, and if an appeal was taken the distance from 
the final settlement of the case was long. 


Inauguration of Special Advisory Committee 
The flood of appeals thrust upon the responsible offi- 
cials of the Bureau of Internal Revenue a serious situa- 
tion which they were forced to meet, and the —— 
attempt to meet it was the creation on August 1, 1927, 
of the Special Advisory Committee. 
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The order creating the Special Advisory Committee 
defined its general purpose as follows: 


The general purpose of this body shall be to examine into 
the reasons underlying the accumulation of pending income tax 


- cases in the Bureau. 


(a) Cases pending in the Bureau on which the advice of 


‘the Commissioner is desired as to questions of Bureau policy; 


(b). Cases arising out of the mailing of deficiency letters as 
prescribed by the Revenue Act of 1926; 

(c) Cases not falling in (a) and (b) above, submitted to 
it by the office of the Commissioner. 

The functions heretofore performed by the. sixty-day con- 
ference units of the corporation audit division and the per- 
sonal audit division, with such modifications as may be deemed 


necessary, will become a part of the functions of the 
committee. 


In selecting the members to compose this important 
committee the Commissioner, the General Counsel and 
other high officials of the Bureau based their selection 
on prior broad experience in the consideration of in- 
come tax cases and particularly upon indications in the 
individuals selected of the possession of a judicial tem- 
perament involving an ability to see and weigh both 
sides of a case rather than the temperament of the ad- 
vocate, a characteristic of which is an extreme convic- 
tion of the correctness of one side or the other and the 
tendency to a strong partisanship for the side advocated 
rather than ability to weigh and carefully analyze and 
consider the evidence bearing on both sides of diamet- 
rically opposite contentions. Not only the experience 
in income tax matters and the temperament, but the 
education of those available was also considered in mak- 
ing the selections. 

Mr. Joseph K. Moyer is chairman of this committee, 
and its membership is as follows: Messrs. Paul F. 
Cain, Leslie Gillis, Grover C. Hammond, Charles T. 
Hoffman, William H. Lawder, Aubry R. Marrs, 
Charles W. Pacy, William A. Priegnitz, Perley J. Rose, 
Robert J. Service, Walter S. Tandrow, Craig L. Red- 
dish and Thomas M. Wilkins. 

All of these men have had a wide and varied experi- 
ence in all phases of income tax work. Some were 
heads of sections of the Bureau of Internal Revenue, 
others served on the old Committee on Appeals and 
Review of the Treasury Department and were later 
trial attorneys in the office of the General Counsel for 
the Bureau of Internal Revenue and their names may 
be found in many cases in the reports of the United 
States Board of Tax Appeals in which the Commis- 
sioner prevailed. 

At the time of their selection the members of the 
committee were holding the following offices: Mr. 
Moyer was trial attorney in the Appeals Division of 
the General Counsel’s office and usually succeeded in 
successfully defending the Commissioner’s position in 
the cases in which he appeared. Mr. Service was the 
representative of the General Counsel in the Corpora- 
tion Audit Division, having previously served on the 
Committee on Appeals and Review and later in the 
Review Division in the General Counsel’s office. Mr. 
Gillis and Mr. Pacy have perliaps had more to do 
with the administration of the- special: assessment ‘sec- 
tions in the Bureau of Internal Revenue than anyone. 
They were both members of the Committee on Appeals 
and Review, and because of their experience in spécial 
assessment work and their knowledge. of. these technical 
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sections, nearly all the important appeals of taxpayers 
involving these sections were assigned to them for 
decision. Both Mr. Gillis and Mr. Pacy served as 
representatives of the General Counsel in the Special 
Assessment Section of the Bureau, and later Mr. Gillis 
served as chief of the Special Assessment Section. 
They have probably had more experience in the ad- 
ministration of sections 327 and 328 than anyone in 
the United States and their opinion on these sections 
undoubtedly carries great weight with the committee. 
At the time of his appointment Mr. Cain was technical 
advisor to the assistant to the Commissioner and had 
previously served in various sections of the Bureau 
with an efficiency and ability which earned him rapid 
promotion. Mr. Thomas M. Wilkins was one of the 
most successful of the trial attorneys in the Appeals 
Division of the office of the General Counsel, having 
previously served for a long time in that office in its 
various divisions. Before going to the office of the 
General Counsel he specialized in the practice of in- 
come tax law at the Chicago bar. At the time of his 
appointment C. T. Hoffman was acting chief of the 
Rules and Regulations Section. He served on the 
old Committee on Appeals and Review and later in the 
office of the General Counsel and prior to that in 
various capacities in the Bureau of Internal Revenue. 
A. R. Marrs at the time of his appointment was a 
senior attorney employed by the Board of Tax Appeals 
to assist its members in writing opinions. Prior to his 
service with the Board he was an attorney in the 
Appeals Division of the office of the General Counsel 
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and prior to that had served in various capacities in 
that office since his discharge from the Army flying 
service in 1919. Mr. P.-J. Rose and Mr. W. H. Lawder 
at the time of their appointments were trial attorneys 
for the Appeals Division in the office of the General 
Counsel and had given evidence of their exceptional 
knowledge of the income tax law in the cases in which 
they represented the General Counsel before the Board. 

r. G. C. Hammond was assistant head of the Con- 
solidated Division and has had long experience in the 
application of the provisions of the law providing for 
consolidated returns. Mr. Walter S. Tandrow was 
considered one of the most capable of the valuation 
engineers in the Engineering Division and Mr. W. A. 
Priegnitz was a traveling auditor for the Consolidated 
Returns Division and at the time of his appointment 
to the Committee was a Revenue Agent in the Milwau- 
kee office. Craig L. Reddish entered the service in 1919 
in the corporation audit section of the Bureau and later 
served in the consolidated returns section of the Natural 
Resources Division, from where he went to the office 
of the Solicitor of Internal Revenue. He is a member 
of the bar of the District of Columbia. 

~ By broad experience all members of the committee 
were as well qualified for their appointment to that 
body as any men available, having served in numerous 
branches of the Income Tax Unit and having by reason 
of their executive ability, sound judgment and indus- 
try earned many promotions and become known to 
nearly all the representatives of taxpayers, throughout 
the entire country. 





Standing, left to right—Charles T. Hoffman, Walter I. Tandrow, C. L. Reddish, Thomas Wilkins, W. A. Prieg- 
nitz, G. C. Hammond, Perley. J. Rose, Paul F. Cain. Sitting, left to right—W. H.: Lawder,: Robert: J. ‘Service, 


Joseph K. Moyer, chairman,: Leslie Gillis, Aubrey R. Marrs;. Charles W.. Pacy. 
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Divisions of Advisory Committee 


The committee is divided into conference groups con- 
sisting of a member and the conferees assigned to him, 
the usual allocation being four to six conferees to each 
member. These conferees were carefully selected from 
among the best material available in the Income Tax 
Unit. 

A taxpayer endeavoring to settle a case with the 
committee appears at a conference at which the con- 
feree hears the arguments for the taxpayer and con- 
siders the evidence submitted. The conferee then 
writes a report which he submits to the member to 
whom he is assigned for his perusal and approval. 
Sometimes reports in as many as fifteen cases a day 
come to a member. The time a member of the com- 
mittee gives to a case and the thoroughness of his 
consideration of it necessarily depends on the number 
of other cases he has to consider. 

The committee is subdivided into divisions of three 
members, and these divisions consider each member’s 
recommendation in a given case and if all three mem- 
bers of the division concur therein the case is forwarded 
to the chairman; if he approves, the case is then for- 
warded to the Commissioner if settlement is proposed 
on a basis different from that set forth in the deficiency 
notice, and to the office of the General Counsel if 
defense before the Board is recommended. 

In those cases where there is not unanimous con- 
currence in the recommendation submitted to a division 
by a member, that case is then referred to the full com- 
mittee which meets every Friday at its offices in the 
Press Building at Washington, and the committee by 
a majority vote makes its recommendations to the 
Commissioner. 

The committee’s recommendations to the Commis- 
sioner in all cases are reviewed for him by Mr. Steiner. 
If the Commissioner approves the recommendation as 
made by the committee, it is forwarded to the General 
Counsel’s office by the committee for the purpose of 
carrying ous the committee’s recommendation as ap- 
proved by the Commissioner. It will be seen from the 
foregoing that any result reached by the committee is 
subject to a most exhaustive review. The opinion of 
the conferee is reviewed first by the member to whom 
he is assigned and, if approved by this member, it is 
then reviewed by the two other members who consti- 
tute the committee division of which the member is 
the third, then it is passed upon by the chairman, and 
wherever a settlement is reached which results in a 
tax liability different from that proposed in the defi- 


ciency letter, the case is submitted to the Commissioner. 


for his approval. If it is approved by the Commis- 
sioner it is transmitted to the General Counsel’s office 
and if that office is not satisfied with the recommenda- 
tion it may recommend to the Commissioner that the 
recommendation be reconsidered. ; 

In the consideration of cases before it the order in 
which they are considered by the committee is dictated 
by expediency. Those which are referred to the com- 
mittee during the sixty day period for filing an appeal 
and which it is desired to settle without appeal are by 
virtue of that situation given precedence over other 
cases, the date of the trial of which has not been set 
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by the Board. Likewise, cases in which the date of 
trial is rapidly approaching must be considered and 
settled before the trial date. 

The jurisdiction of the committee in income tax mat- 
ters referred to it, is, of course, co-extensive with that 
of the United States. It has one representative sta- 
tioned in each of the following cities: Atlanta, Balti- 
more, Boston, Brooklyn, Chicago, Cincinnati, Cleve- 
land, Columbia, Dallas, Denver, Detroit, Huntington, 
Milwaukee, Nashville, New Haven, New York, Okla- 
homa City, Omaha, Pittsburgh, St. Louis, Salt Lake, 
San Francisco, Seattle, Indianapolis, St. Paul, Buffalo 
and Philadelphia. This representative has his office at 
the office of the Internal Revenue Agent and hears the 
arguments of taxpayers, considers their evidence and 
submits his report to the member of the committee to 
whom he is assigned. At the present time Mr. Cain 
has jurisdiction over the conferees in Atlanta, St. Louis 
and Seattle; Mr. Service has jurisdiction over Balti- 
more and Cincinnati; Mr. Lawder, over Detroit, St. 
Paul and Boston; Mr. Hammond, over Brooklyn, Buf- 
falo and Nashville; Mr. Reddish, over Chicago, Cleve- 
land and Dallas; Mr. Hoffman, over Columbia, 
Huntington and Omaha; Mr. Rose over Indianapolis 
and Denver; Mr. Preignitz, over Milwaukee, Phila- 
delphia and Pittsburgh; Mr. Marrs, over New Haven 
and San Francisco; and Mr. Wilkins, over the second 
district of New York and over Salt Lake City, and Mr. 
Tandrow, over Oklahoma City. The committee con- 
ferees located at these offices of the Internal Revenue 
Agent are to consider cases arising from the surround- 
ing territory. 


Proceedings Before Committee Informal 

Proceedings before the Board of Tax Appeals 
are conducted in accordance with the rules of evi- 
dence which prevail in equity cases in the courts 
of the District of Columbia, while proceedings be- 
fore the committee are informal and are not bound 
by any rules of evidence. The result is that many 
taxpayers and some tax practitioners who do not 
understand the rules of evidence are enabled to 
handle cases before the committee. The effect of 
this is both good and bad. Some cases are settled 
at a saving of counsel fees to taxpayers, while other 
cases are settled at great costs to taxpayers because 
the settlement sacrifices substantial right of tax- 
payers which a practitioner familiar with the law 
would not sacrifice. 

There is no hard and fast rule concerning what 
cases will be referred to the committee, but inasmuch 
as the General Counsel’s office is made by statute the 
legal advisor to the Bureau of Internal Revenue, it 
appreciates that the responsibility for deciding ques- 
tions of law rests with it alone and it does not refer 
Board cases involving solely questions of law to the 
committee. Nor does the Commissioner do so. 

It was not the intention of the Commissioner in 
creating the committee to set up a body to which every 
taxpayer might appeal as a matter of right. It was 
the opinion of the Bureau that in many cases taxpayers 
having had full opportunity for hearing and having no 
new and material evidence should not be afforded the 
opportunity to hash and rehash the arguments previ- 
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ously advanced. This was expressed in the report of 
the Joint Committee on Internal Revenue Taxation as 
follows : 

In the establishment of the committee every effort has been 

made to avoid the creation of a new agency to whom the tax- 
payer may appeal. If the committee is to function properly, 
it must do so by a careful selection of the cases to be con- 
sidered by them. No taxpayer should, as of right, be given an 
opportunity to present his case to the committee. Neverthe- 
less, a taxpayer whose case is before the committee should be 
given an opportunity to have a hearing wherever practical, 
before at least one of the persons by whom the decision will 
be made. 
There are many cases in which sixty-day Jetters were 
mailed wherein taxpayers have had no opportunity to 
be heard due to the fact that the letter was mailed be- 
cause of the running of the Statute of Limitations, and 
these cases are as a matter of course referred to the 
committee, where a taxpayer brings forth evidence 
of any substantial defense. There are other cases in 
which an obvious mistake was made by the Bureau 
which will readily be conceded upon examination. by 
anyone. There are other cases which have strong 
merits on both sides, particularly those involving ques- 
tions of valuation, in which a Revenue Agent has 
procured witnesses sustaining his valuation and the tax- 
payer has also submitted the affidavit of experts sus- 
taining his valuation. These cases are often referred 
to the committee for the reason that the majority of 
reversals of the Bureau by the Board of Tax Appeals 
have been upon questions of valuation and for the 
reason that in these cases taxpayers usually bring in 
stronger and additional evidence after the issuance of 
the sixty day letter. 


In cases in which the Government is clearly wrong, 
the committee serves the useful purpose of quickly 
clearing the dockets of the Board of Tax Appeals of 
these cases and thus saves expense both from the Gov- 
ernment’s standpoint and from that of the taxpayer. 
In cases involving valuations the committee frequently 
negotiates advantageous settlements for the Govern- 
ment which the taxpayers accept because they are un- 
willing to take the chances of a Board trial. For 
example, had the famous case of the minority stock- 
holders of the Ford Motor Company been referred 
to the committee it might have reached the conclusion 
that the evidence submitted to it warranted increasing 
the value of the stock over that fixed by the Bureau, 
and inasmuch as value can rarely, if ever, be deter- 
mined with mathematical accuracy, and as the com- 
mittee feels it incumbent upon it to protect the interests 
of the Government it might have proposed a settle- 
ment at a valuation of $7,500.00 per share. The tax- 
payers involved might have felt that they were clearly 
entitled to a higher valuation and could probably get 
it in a trial before the Board of Tax Appeals, yet con- 
sidering the element of chance involved in all litigation 
and that it is also desirable to have tax liability quickly 
settled and adjusted, they might have agreed to accept 
the $7,500.00 valuation and settled the case upon that 
basis. Of necessity many settlements, particularly 
where questions of valuation are involved, will be a 
compromise between the Government and the taxpayer. 
It must not be overlooked that the committee does not 
purport to exercise the function of an impartial judge 
with the sole duty of deciding questions of fact upon 
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the slightest preponderance of conflicting evidence, but 
that it is an integral part of the Bureau of Internal 
Revenue and its members do not and cannot overlook 
the fact that they are obliged to protect the interests 
of the Government. In a clear case where the tax- 
payer’s contentions are proven beyond a reasonable 
doubt, they will undoubtedly allow the claim in full, 
but in a case of doubt where the evidence is sharply 
conflicting, they will endeavor to make a decision which 
will protect the interests of the Government. 


Accomplishments of Committee Summarized 


The following statistics indicate the extent of the 
committee’s accomplishments during the period 
from August 1, 1927, to March 31, 1928: 


Before After 
Petition Petition ; 
Filed Filed Total 
Cases considered ........ccet cee 2251 2954 5205 
Ie SI rre veins ct to Cauneiiclone 1307 1335 2642 
Ty PRIN osc ds ccesacieucseise (58%) (45.2%) (50.76%) 


In addition to the cases settled as indicated above, 
there were included in the 2,954 cases considered after 
the filing of a petition, 305 cases, or 10.3 per cent, on 
which no conference had been held but on which it 
was recommended to the General Counsel’s office that 
stipulation be proposed to the taxpayer. It will be 
noted that the committee has settled half of the cases 
referred to it. This general statement, however, af- 
fords no criterion of the efficiency of the committee, 
because many of those cases were cases in which a 
sixty-day letter had been issued in haste because of the 
running of the Statute of Limitations and in which 
the taxpayer was able to point out an obvious mistake 
on the part of the Government. Other cases are those 
in which an appeal of a taxpayer for a different year 
was decided by the Board of Tax Appeals and the 
Commissioner acquiesced in the decision which laid 
down a principle applicable to subsequent years. Other 
cases were those in which a court decision laid down 
the principle to be followed or in which the regulations 
were changed since the issuance of a sixty day letter. 
The settlement of these cases was a mere ministerial 
duty which might have been performed in the General 
Counsel’s office without reference to the committee. 
In order to obtain, therefore, an idea of the real value 
of the committee it would be necessary to eliminate 
from the cases settled by it those cases in which the 
correctness of the taxpayer’s claim was beyond any 
substantial question. The true test of the value of the 
committee is the number of cases which it has settled 
in which the evidence was conflicting. What propor- 
tion of the total cases considered and settled by the 
committee were cases in which the evidence was con- 
flicting no examination has been made to determine. 

After the decision of the Supreme Court holding 
that the Board of Tax Appeals had jurisdiction to 
review special assessment cases, an order was issued in 
the Appeals Division of the General Counsel’s office 
that all cases pending before the Board in which spe- 
cial assessment had been granted should be sent to 
the committee in order that the data sheet might be 
changed and reviewed. This order was dictated by a 


(Continued on page 272) 






















































































































































































































































































































































































OR SEVERAL years, taxpayers who changed 
from the accrual to the installment basis of 
accounting have had considerable difficulty in 

determining just exactly what their tax liability 

should be. There has been no inconsiderable con- 
fusion within the Treasury Department itself. To 
settle this unstable situation, taxpayers have ap- 
pealed to Congress for a settlement of these ques- 
tions and in the hearings prior to the Revenue Act 
of 1928 it is probable that more interest was shown 
on this question than in any of the previous acts. 
The Treasury and the Bureau of Internal Reve- 
nue seemed to take the position that every taxpayer 
who had in any year changed from 


The Installment Sales Tax 
| Compromise 


By ArTHUR JAMES GOSNELL* 





paid his taxes for such year computed by excluding, in 
computing income, amounts received during such year on 
account of sales or other dispositions of property made 
in any year prior to the year in respect of which the 
change was made. 

(b) Nothing in this section shall be construed as in any 
manner modifying Section 607, 608, 609, or 610 of this Act, 
relating to the effect of the running of the statute of limi- 
tations. 

The first reading of the section produces a feel- 
ing that it is unfair to give relief to those who have 
not paid the double tax and deny relief to those who 
have. In judging this, two main factors should be 
taken into consideration 


(1) The objection to opening up closed cases. 
(2) Cases still open should be 





the accrual method to the install- 
ment method of accounting, should 
be made to pay a double tax during 
the transition period. The tax- 
payers’ position finally became fair- | 
ly well condensed into an appeal 
that no one should pay a double 
tax in the transition period who 
changed to the installment plan 
prior to the calendar year 1925, 
which was the first year affected 
by the Revenue Act of 1926. One 
position called for a large number 
of additional assessments, the other 
for a large number of refunds. 
Many hearings were had, in which 
representatives of Congress, repre- 
sentatives of the Treasury, and 'rep- 
resentatives of the taxpayers par- 
ticipated. Section 705 is the result. 

Most legislation is more or less 
of a compromise and the wording 
of Section 705 represents, as Sena-’ 
tor Smoot himself termed it “the very best com- 
promise that could possibly be arrived at.” 

This provision of the Revenue Act of 1928 reads: 


Sec. 705. 








Installment Sales—Retroactive 


(a) If any taxpayer by an original return made prior to 
February 26, 1926, changed the method of reporting his net 


income for the taxable year 1924 or any prior taxable year 


to the installment basis, then, if his-income for such year 
is properly to be computed on the installment basis— 

(1) No refund or credit of income, war-profits, or 
excess-profits taxes for the year in respect of which the 
change is made or any subsequent year shall bé made or 
allowed, unless the taxpayer has overpaid ‘his taxes for 
such year, computed by, including, in computing income, 
amounts received during such year on account of sales 
or other dispositions of property made in any prior year; 
and 

(2) No deficiency shall be: determined or found in re- 
spect-of any such taxes unless the taxpayer has: under- 


*Assistant Treasurer, The Lawyers Co-operative Publish- 
ing Company,. Roc hester, Me. Bee!" 








es 


settled on the basis provided by 
the regulations in force at the time 
the taxpayer exercised his option 
of changing to the installment plan. 

With regard to the first factor, 
the Board of Tax Appeals is 
crowded with unsettled cases. The 
Income Tax Unit is overburdened 
with unsettled cases. The efforts 
of almost everyone have been 
aimed at some means for closing 
these cases and eliminating all 
the uncertainty which results from 
the situation. It has been very ap- 
parent that Congress probably 
would not pass any legislation that 
would add to this confusion by 
opening up a large number of cases 
already closed. Therefore, it ap- 
pears that relief could only be 
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/ provided on a basis by which the 
number of cases that would be re- 
opened, would be reduced to a 

minimum. 

Under the second factor, students of this section 
are reminded that the installment method of taxa- 
tion has always been an optional method. The Ad- 
visory Committee on taxation, the Joint Committee 
of the Senate and the House and the larger commit- 
tees within the Senate and within the House have 
all come to the conclusion that with respect to the 
future, the double taxation feature in a change from 
the accrual to the installment method is justifiable. 
This article does not pretend to discuss that conclu- 
sion. But with respect to the settlement of cases for 
past years, Congress has felt that inasmuch as the 
adoption of the installment plan was optional with 
the taxpayer, if he exercised that option under 
earlier regulations which weré construed to cause 
double taxation, he should be satisfied to abide by 
those regulations that were in effect when his re- 
turn was filed. 
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This position is emphasized in view of the fact 
that Congress feels that the double tax feature is -jus- 
tifiable for present and future changes from accrual 
to the installment method. It has been felt how- 
ever, that those taxpayers who exercised the option 
during the extended period of time when the regu- 
lations provided for a single tax only, should have 
their cases.settled in accordance with those single 
tax regulations of the Treasury. To quote from 
Senator David A. Reed of Pennsylvania: 

The proposed amendment offered by the Senator from 
Utah (Senator Smoot) means that the situation is to re- 
main as it is, that if the taxpayer tries to get a refund, he 
has to get it on the construction of the law which is most 
adverse to him, while if the Treasury chooses to pursue 
him, then that law which is most adverse to it will obtain. 
It is utterly indefensible logically. The taxpayers shall not 
get any advantage by changing retroactively their method 
of accounting, nor shall the Treasury be heard to say, “what 
you did in the past was wrong.” While that can not be 
defended logically, it is a compromise apparently satisfac- 
tory to the Treasury and to this group of taxpayers between 
two alternatives, each of which seems indefensible. 

The study of this section can be made with more 
understanding after first examining the history be- 
hind these provisions in the new Revenue Act, and 
the explanation given thereof, by means of which 
the members of Congress were persuaded to accept 
that amendment to the Revenue Act. 

The confusion which has existed with respect to 
taxation of installment sales has been to no small 
extent because Treasury officials, the Board of Tax 
Appeals, and others have seen fit to interpret sec- 
tions of previous revenue acts in a manner which 
appears never to have been intended. 

After the installment case of B. B. Todd first up- 
set installment sales accounting, Congress wrote 
this method into the Revenue Act of 1926 and to 
correct the erroneous position of the Board of Tax 
Appeals put into the Revenue Act of 1926, the re- 
troactive Section 1208. When they did this, Senator 
David A. Reed, of Pennsylvania, explained to the 
Senate: 

We are making it retroactive so as practically to validate 
the regulations that have been in effect all these years. 

The Joint Conference Report stated: 

This amendment writes into the bill the basic principles 
of the installment method authorized by prior regulations. 

Chairman Green, explaining the section to the 
House, stated: 

We put into this bill a retroactive provision closing up 
those cases in accordance with the rules under which the 
Treasury Department had been acting. 


Now directly contrary to this intention to clear 
up those cases by validating the Treasury regula- 
tions in force for the six years prior to the Act of 
1926, the Commissioner of Internal Revenue issued 
Treasury Decision 3921 (retroactive), which, for 
the first time in the history of taxation of install- 
ment sales, definitely provided for double taxation 
in the year of the change. This was distinctly 
contrary to what Congress intended. But the Treas- 
ury sought support and obtained from the Board of 
Tax Appeals a decision in the appeal of Blum’s, In- 
corporated, whereby the Board said that the retro- 
active double taxation feature was the intent of 
Congress. This produced the unfortunate situation 
which the Joint Committee, the Advisory Commit- 
tee and the separate committees in the Senate and 
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in the House have tried to: correct in the Revenue 
Act of 1928. 

The discussion of Section 705 before the Senate 
was held on May 15th, and before the House, May 
25th and 26th. In the Senate debate (see page 9047 
of the Congressional Record) Senator Smoot stated: 

We think that some relief should be granted to those who 
relied upon the 1920 regulations. f 

A little farther down Senator Simmons stated: 

Neither the majority or the minority desired to impose 
double taxes upon anybody. 

Then, just below the middle of the page in the 
right hand column, Senator Smoot goes into this 
history above referred to. In his discussion he goes 
on to say: 

Under the 1926 Act, however, it seems rather certain that 
the double tax rule must be applied retroactively, just as 
it was intended to apply to the future. As a result there 
are a large number of small taxpayers who changed from 
the accrual to the installment basis who now, several years 
after the change was made, will be forced to pay additional 
taxes, notwithstanding the fact that they relied upon the 
regulations of the Treasury authorizing the shift and ap- 
plying the single-tax rule. 

The amendment which I am proposing goes as far to 
relieve these taxpayers as is proper. Briefly, it provides 
that no refunds shall be made unless, computed on the 
double-tax rule, the taxpayer has actually overpaid his tax; 
but that in the determining of the amount of a deficiency, 
the tax liability will be computed under the single-tax rule. 

Then just about the middle of the first column on 
page 9048, Senator David A. Reed, of Pennsylvania, 
discusses again what is related above, stating in 
part as follows: 

In the 1926 act, to put an end to those seemingly endless 
wrangles, we provided that the returns should be all right 
if made in accordance with the regulations in effect at the 
time the returns were filed, regardless of which way was 
provided, and that the regulations should be treated as hav- 
ing the force of law while they were in effect. 

Continuing, he refers to the decision of the Board 
(presumably the decision in the appeal of Blum’s, 
Incorporated) upsetting that, and says with respect 
to Section 705: 

The proposed amendment means that if the Treasury 
chooses to pursue the taxpayer, then that law which is most 
adverse to it will obtain. 

Here he refers to the single-tax rule. Then two- 
thirds down the next column on the same page, 
Senator Reed repeats in general: 

The taxpayers who in the past have filed their returns 
and paid their taxes on either of these regulations shall be 
allowed to rest at that—We can not, in fairness, override 
the regulations retroactively which were in force part of the 
time and say that the man who filed a return in the spring 
of 1921, under perfectly good regulations then in effect, 
shall be assessed an additional tax because he did every- 
thing that the law then seemed to require. . 

Immediately following this discussion, there is 
an illustrative case wherein Senator Reed brings out 
clearly that the amendment shall have to do with 
the entire transition period. But, also when the 
written conference report was submitted, the ex- 
planation of Amendment No. 215 (Section 705) 
stated at the top of page 10246, May 25th: 

This taxpayer, however, will be granted relief. for the 
year in which he filed an original return and for the years 
following. : 

And on May 26th, page 10370, top of the right 
hand column, Chairman Hawley explained this sec- 
tion, saying: 

(Continued on page 271) 































































































What Is the Cash Basis of 
. Reporting Income? 


By FREDERICK LEON PEARCE* 


of accounting is that frequently denominated as 

the cash receipts and disbursements basis. This 
system of bookkeeping appears to be rather generally 
understood by the ordinary business man in the street 
and employed by him in his private computations of 
profit. The cash method of accounting has, indeed, 
been so often recognized and accepted by both the 
courts and the United States Board of Tax Appeals 
that the authority for its use as the basis for making 
returns of income can scarcely be questioned. 

An examination of the various Federal income tax- 
ing statutes indicates quite clearly that more than one 
system of accounting is acceptable as 
the basis upon which returns may be 
prepared. Indeed it appears that any 
method of accounting regularly em- 
ployed by a taxpayer in the keeping of 
his books is authorized as the basis of 
his return provided that the resulting 
computation clearly reflects his net in- 
come. This fact is evidenced by the 
following excerpt from the Revenue 
Act of 1918: 

Section 212(b). The net income shall 
be computed upon the basis of the tax- 
payer’s annual accounting period * * * in 
accordance with the method of accounting 
regularly employed in keeping the books 
of such taxpayer; but if no such method 
of accounting has been so employed, or if 
the method employed does not clearly re- 
flect the income, the computation shall be 
made upon such basis and in such manner 


as in the opinion of the Commissioner does 
clearly reflect income. 


This section has been repeated in 
each of the subsequent revenue acts 
with substantially the same phrase- 
ology. Under these provisions a number of systems 
of accounting have been definitely recognized, notably 
accrual, cash receipts and disbursements, installment, 
and completed contracts bases. There are probably 
others, less frequently discussed, such as the varia- 
tions in inventory methods, and in the treatment of 
special items in particular industries. 

It should be obvious that net income figured upon 
one basis would not be identical with that which would 
have resulted had another system of bookkeeping been 
adopted. Certainly net income computed according to 
installment principles for any taxable period produces 
quite a different figure from that resulting upon the 
accrual basis. Apparently all that the revenue acts re- 
quire is that the method of accounting regularly em- 
ployed by a taxpayer shall clearly reflect income in 


Peer scouts one of the oldest historical methods 
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accordance with the principles of the system which has 
been adopted. 

That this is the underlying intent of the taxing 
statutes is indicated by a further provision of the 
Revenue Act of 1918: 

Section 200—That when used in this title * * * The term 
“Paid,” for the purpose of the deductions and credits under 
this title, means “paid or accrued” or “paid or incurred,” and 
the terms “paid or incurred” and “paid or accrued” shall be 
construed according to the method of accounting upon the 
basis of which the net income is computed under Section 212. 

This cross reference again directs attention to the 
provision of Section 212 (b)—that the net income shall 
be computed in accordance with the method of account- 
ing regularly employed in keeping the 
books of the taxpayer. According to 
Section 200, therefore, the very terms 
of the statute are to be construed pur- 
suant to the system of bookkeeping 
adopted by each taxable entity. 


An examination of a number of 
recognized accounting text books, 
however, has failed to disclose any 
comprehensive exposition of the de- 
tailed working of the so-called cash 
basis. The proper method of han- 
dling cash receipt and disbursement 
items must, therefore, be ascertained 
almost entirely from published deci- 
sions in matters involving income tax 
questions. As a consequence, this ar- 
ticle will be confined to an effort to 
elicit from these cases the principles 
of operation of the cash basis system 
of accounting from the point of view 
of determining net income for income 
tax purposes. 


A. When Are Items of Income or Expense to Be 
Reported on a Cash Basis? 


The distinction between the cash basis of account- 
ing and any other system recognized for income tax 
purposes appears to rest in the time element. The 
period in which an item should be reflected in income 
under an accrual system is explained in detail in many 
accounting texts. An examination of these publications, 
nevertheless, affords little light upon procedure under 
a cash basis. Our authority regarding the proper period 
for deducting a disbursement for expense or for in- 
cluding a receipt of income can, however, be readily 
determined from the published tax decisions relating 
to the cash basis. What is the test, disclosed in these 
rulings, as to the proper period for reporting such 
items? 
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1. The Period During Which the Item Accrues 
Is Not the Test. 

In the Appeal of S. P. Freeling, 7 B. T. A. 1238, 
the petitioner received in the year 1922, $15,000 as com- 
pensation for services to be rendered by him over a 
period of three years. Although admitting this fact, 
the Board in its decision announces the proposition 
that upon a cash basis the “amount paid for personal 
services to be performed in the future, is income when 
received.” In Office Decision 948 (4 C. B. 180) rents 
for the years from 1914 to 1920, inclusive, were re- 
ceived in the years 1919 and 1920. It was ruled that 


§ upon a cash basis the rents could not be allocated to 


the years for which they accrued, but that the entire 
sums were income when the payments were received. 
See also W. L. Coley, Recewer of Red Bud Shoe Co., 
v. Pickering (Dist. Ct., So. Dist. of IIl., decided Feb- 
ruary 24, 1927) for treatment of sales upon a cash 
basis. It should be obvious, therefore, that the fact that 
an item of income relates to a past or a future period, 
does not affect its treatment upon the cash receipts and 
disbursements basis. 

This proposition is also true with respect to deduc- 
tions authorized by the revenue acts. In the Appeal of 
P. L. Mann, 8 B. T. A. 221, a proportionate part of 
the profits were set aside each year under a contract as 
compensation of the manager, to be paid at the end 
of a ten year period. In its decision the Board agreed 
with the contention of the Commissioner that no de- 
duction of the amount set aside for services rendered 
could be taken by the petitioner on a cash basis prior 
to the time payment was made. In Regulations 33 
(revised 1918), Article 8, paragraphs 109 and 110, it 
is ruled, in regard to insurance premiums paid in ad- 
vance covering a period of several years, that, when 
books are kept on a cash basis, the entire amount is 
deductible in the year in which the premium is paid. 

The same conclusion is reached regarding credits 
specified in the income taxing statutes. In the matter 
of Chester D. Gretsemer v. Commissioner, 10 B. T. A. 
386, decided January 30, 1928, the petitioner resided 
in France during the years 1918, 1919 and 1920, and 
became liable for income taxes levied by the French 
Government. The petitioner compromised the taxes 
originally assessed and made payment in March, 1922. 
The Board, on finding that the taxpayer was on the 
cash receipts and disbursements basis, held that the 
petitioner was not entitled to the credit for foreign 
taxes, claimed under Section 222 of the Revenue Act 
of 1918 until those taxes had actually been paid. 

From the foregoing decisions it is evident that the 
period, whether past or future, in which an item ac- 
crues is not determinative of the taxable year in which 
that item is to be reported on a cash basis. 

2. The Period Over Which the Benefit Extends 

Is Not the Test. 

In Office Decision 1039, 5 C. B. 130, it is held that 
the expenses of a national campaign of advertising are 
deductible as a business expense only in the return for 
the year in which such expenses were paid (on a cash 
basis), and may not be carried as a deferred asset to 
be charged off over a period of years, even though the 
benefits from such expenditures undoubtedly extended 
over such period. 

It is obvious that in the matter of P. L. Mann 
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(supra) the petitioner had the benefit of the manager’s 
services for the period of ten years. Nevertheless for 
the first nine of those years no deduction was allowed 
for the amount of compensation set aside under the 
contract. Conversely, in the case of the prepaid in- 
surance premiums (paragraph 109, Reg. 33) the benefit 
of the insurance protection will continue long after 
the year in which the deduction is allowed upon the 
cash basis. 


In the Appeal of the Utah Orpheum Company, 3 
B. T. A. 1041, the petitioner, leasing and operating a 
theatre, gave a note for interest due during the year 
1919. The note was not paid until a subsequent year. 
Although the taxpayer had the benefit of the use of the 
money in the year 1919, the Board decided that, since 
the petitioner was on a cash receipts and disburse- 
ments basis, it could not deduct the interest which 
was not paid in that year. 

It should be obvious from the foregoing cases that 
the period, during which the benefit is flowing to the 
taxpayer, does not control the time for taking deduc- 
tions upon the cash basis. 


3. The Period in Which the Corresponding In- 
come Is Earned or Expense Is Paid Is Not 
the Test. 

The rule is laid down in Hayes v. Commissioner, 
7 B. T. A. 936, that expenses incurred and paid in 
prior years are not deductible on a cash basis in a later 
year, when the income is reported, in the earning of 
which income such expenses were incurred. In the 
Appeal of P. L. Mann (supra) the manager’s com- 
pensation was computed as a proportionate part of the 
profits for the years in question. Despite this fact 
the deduction was not allowable until a later year in 
which the compensation in question was paid. 


It is apparent that the Utah Orpheum Company 
(supra) employed the borrowed money in its business 
and secured income thérefrom in the year in question. 
Nevertheless, the interest deduction is not allowed in 
that year. Even on the installment basis, which is 
allowable as a modification of the cash basis, the ex- 
penses may not be allocated over the period in which 
the income is earned, but must be deducted when paid. 
O. D. 844, 4 C. B. 123. 

In the recent case of Sanford & Brooks Co. v. Com- 
missioner, promulgated April 9, 1928, 11 B. T. A2 —, 
the question related to the proper time for reporting 
compensation for expenditures made upon government 
works. The amounts were disbursed in the years 1913 
to 1916 and recovered only after judgment obtained 
in the Court of Claims in 1918, had been affirmed by 
the U. S. Supreme Court in 1920. The petitioner con- 
tended that the compensation should be placed in the 
years when the disbursements were made. In its opin- 
ion the Board said that “On the cash basis, it would, 
of course, be included in gross income only for 1920, 
since it was then paid.” 

Whether the corresponding income is earned in a 
period prior or subsequent to that in which the expenses, 
productive of such income, are allowed as deductions, 
does not appear, from the decisions examined, to af- 
fect the time for reporting an item on a cash receipts 
and disbursements basis. 


INot yet reported. 
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4. The Period in Which the Expense Is Dis- 
bursed or the Income Is Received in Cash Is 
the Test. 

An analysis of all the decisions ‘cited in-the fore- 
going discloses the rule that an expense is deductible 
when paid and income is reportable when received in 
cash (or its equivalent) by a taxpayer upon the cash 
basis. 

In the Appeal of Freeling (supra) “the amount * * * 
is iricome when received.” Similarly in O. D. 948 “the 
entire sums (of rent) were income when the payments 
were received.” In Coley, Recewer, v. Pickering 
(supra) the court held that the sales were to be re- 
ported in the tax return for the year in which they 
were paid for. 

The deduction for compensation in the Mann appeal 
was denied because not paid until a subsequent year. 
The insurance premiums are deductible in the year in 
which paid. The credit for foreign taxes in the 
Greisemer appeal is deferred until a later year in which 
the payment was made. In O. D. 1039, the advertis- 
ing expenses are deductible only in the return for the 
year in which paid. The deduction of interest was 
disallowed to the Utah Orpheum Co. because not paid 
until a subsequent year. In Hayes v. Commissioner 
the deduction for expenses was denied because in- 
curred and paid in prior years. Even on the install- 
ment basis of reporting income, expenses must be 
deducted when paid. 

The rule that an income receipt is reportable in, or an 
expense disbursement is deductible from, the income of 
the year in which payment is made appears to control 
for a taxpayer who keeps his books and makes his re- 
turns upon a cash basis. 

B. Capital Items 

The treatment accorded capital receipts and expendi- 
tures appears as the only limitation upon the rule that 
disbursements are deductible fyom, and receipts are 
reportable in, income in the year in which payment is 
made or received. In general it may be said that a 
capital disbursement represents a more or less per- 
manent investment of the funds of the enterprize (like 
the purchase of land, or the liquidation of a capital 
liability) ; a capital receipt represents the recovery of 
part or all of the funds invested upon a capital dis- 
bursement (such as the recovery of cost upon the sale 
of land) or the creation of a capital liability (as upon 
receipt of borrowed money or of investment by the 
proprietor). 

1. Capital Disbursements 

It is necessary in classifying disbursements to decide 
in the first instance whether a payment is made for an 
expense or for a capital item. Apparently after the 
capital items have been identified, the balance of the 
disbursements are expenses. After the expenditures 
have been properly classified, the expense disburse- 
ments are disposed of according to the rule summarized 
under the preceding caption, being deducted from 
income when the payment is made. Since capital ex- 
penditures are forbidden by statute as deductions from 
income they are evidently required to be set up as an 
investment subject to future disposition. 

Opinions appear to have differed so widely upon the 
subject, that the identifying of the capital items among 
the disbursements is not a simple task., With little 
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text authority to rely upon, a list of capital items can 
only be elicited from specific instances in’ published 
decisions and.rulings. Due to the volume of litigation 
which this single point appears to have developed, how- 
ever, the list of capital expenditures has ‘become quite 
comprehensive though by no means at present com- 
plete. 

Capital expenditures are impliedly defined, in Article 
24 of Regulations 45, to be for items of plant, equip. 
ment, etc., which have a useful life extending sub- 
stantially beyond the year. In Article 110, machinery, 
buildings, amounts expended on development of farms, 
orchards and ranches, breeding and dairy animals, and 
the price of an automobile ‘are mentioned as capital 
investments. In Article 293 the following are included 
in the definition of capital items: amounts paid for 
increasing the capital value or for restoring the depre- 
ciated value of property, amounts expended for secur- 
ing a copyright and plates, the cost of perfecting title 
to property, architects’ fees in connection with the 
erection of a building, and commissions paid in the 
purchase of securities. 

In its opinion in H. B. Miller v. Commissioner, 10 
B. T. A. 383, promulgated January 30, 1928, the Board 
of Tax Appeals held that a disbursement for the acqui- 
sition of a leasehold is a capital expenditure on a cash 
basis, on the express ground that “a lessee by virtue 
of the terms of his lease acquires an interest in real 
estate.” The further announcement is’ made that 
“amounts expended in the acquisition of real estate, 
and consequently of an interest therein as well, are 
capital expenditures.” 

How then may we distinguish between these two 
classes of disbursements? Capital expenditures evi- 
dently cover only the cost of acquiring and improving 
property, usually tangible and of some permanence, 
such as plant, buildings, machinery, equipment, animals, 
automobiles, copyrights, patents, securities, and any 
interest in lands including minerals and oil in place, 
and standing timber. Emphasis apparently is placed 
upon the investment of capital in the acquisition of an 
article or estate in lands which is generally denominated 
as property. 

Expense disbursements cover generally payments for 
articles of short life which are currently consumed 
within the year, for personal services not productive of 
property and for “rights” as distinguished from 
“property” or “estates in land”; interest in contrast 
to the principal of notes and securities ; current rent as 
distinguished from the purchase of a leasehold; and 
the distinction made by some writers between “real” 
and “nominal” accounts. 

The decision, whether a particular disbursement is 
for capital or expense, can be reached only by analogy 
to the particular items which have been held to be ex- 
penses or capital expenditures in the various published 
decisions and rulings. 


2. Capital Receipts 


The distinction in regard to capital receipts appears 
to have been but seldom in controversy, for there are 
few decisions determining this point upon a cash basis. 
Identification of capital receipt items will, therefore, 
remain a difficult problem until more enlightenment is 
given upon the subject in further decisions. 
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In the case of Ludey v. U. S., 274 U. S. 295, the 
Supreme Court decided that depreciation allowable 
under the Revenue Acts must be used to reduce the 
basis of a capital asset sold. Evidently then upon a 
cash basis, the cash investment is to be reduced each 
year by the depreciation allowable upon a capital asset. 
Amounts received in excess of the depreciated basis 
are, therefore, income, instead of return-of-capital 
receipts. 

The most difficult problem of capital receipts appears 
to arise regarding sales of property wherein the pay- 
ments received extend over several taxable periods 
(but not coming within the statutory installment basis). 
The business men, reasoning upon the cash basis of an 
older generation, have contended that the investment 
must be fully returned in cash before any profit is real- 
ized. The Commissioner has contended that the obliga- 
tions received (promises of the buyer to pay) must be 
valued in the year of the sale; such a method, however, 
results in the computation of a profit upon a cash basis 
which earning has not been realized in cash. In this 
connection it is to be noted that the method outlined 
in the regulations (Reg. 69, Article 46) appears to 
produce the same result upon either the cash or accrual 
basis. 

The ascertainment of the proper methods to be 
followed regarding the accounting for various types of 
sales upon a cash basis appears to remain for future 
determination. The tendency toward the solution of 
this question, however, may be drawn from a recent 
decision of the Board of Tax Appeals, in the case of 
Washington Land Company v. Commissioner (pro- 
mulgated February 2, 1928), 10 B. T. A.*. The opinion 
states that “the.conversion of cash into some other 
form of capital asset, though literally a cash disburse- 
ment, is a capital expenditure, and this is true whether 
the asset acquired is intended for sale or trade or is 
to be permanently devoted to the use of the business 
* * *. The down payments received by the petitioner 
in 1919 represented a return of capital, leaving the 
petitioner's investments in the properties, at the close 
of 1919,” evidently the balance of the amounts invested 
therein less the payments received. “The purchases 
and sales of these three properties and all payments in 
connection therewith, were completed in 1920 and the 
profits derived from the sales were realized in that 
year.” The comprehensive opinion in this proceeding 
is worthy of careful consideration in any study of the 
cash basis. 


C. Non-Cash Adjustments 


There are, however, other factors to be reflected 
upon the books, which do not arise from any concur- 
rent cash transactions, but which nevertheless must be 
considered in cash basis accounting. These adjustments 
relate to depreciation, depletion, obsolescence, bad debts 
and other losses in the value of capital items. An 
adequate discussion of this group would, however, too 
greatly extend the scope of the present article. This 
phase of the system must, therefore, be left with the 
remark that under the authority of the Ludey case it 
would appear that entries should be made upon the 
books in accordance with the allowances authorized in 
the taxing statutes. 





2Not yet reported. 
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Summary 


A summary of the cases cited leads to the following 
conclusions regarding the operation of the cash basis 
of accounting. The capital expenditures in the dis- 
bursements must first be identified and set up as invest- 
ments of the business, subject to future disposition. 
Payments in liquidation of capital liabilities are to be 
charged to those accounts. The expense disbursements, 
apparently comprising the residue remaining after the 
capital items have been segregated, are deductible from 
income at the time payment is made (subject to the 
statutory provisions regarding deductions). 

The cash receipts likewise require careful analysis. 
Those items representing the creation of capital liabili- 
ties are evidently to be set up on the books for subse- 
quent liquidation. The return-of-capital receipt is to 
be credited to the investment account for the capital 
asset affected, and any excess over the proper “basis” 
is reportable as income apparently at the time the cash 
is received. The balance of the cash receipts, after the 
capital items have been disposed of, are evidently in- 
come to be reported at the time the payments are re- 
ceived. 

In conclusion it should be evident from the fore- 
going discussion that the cash basis is one of the recog- 
nized methods of accounting. In view of the apparent 
dearth of information upon the subject, it is hoped 
that the analysis of the cases tabulated may throw some 
light upon the underlying principles of this system. 
From the tenor of the decisions it is a reasonable pre- 
sumption that, where a taxpayer regularly employs the 
cash basis in the keeping of his books, a return made 
in accordance with the principles enunciated would be 
acceptable as clearly reflecting his income. In other 
words, the cash basis, properly conducted, clearly re- 
flects income upon the cash basis. 


Refund Claims Based Upon Special Assessment 
Held Not Reviewable by Courts 


HE courts are without jurisdiction where the tax- 

payer makes a claim for refund on the basis of 
alleged right to assessment under Section 327 and 328 
of the Revenue Act of 1918 instead of Section 301 of 
that act. In sustaining this decision of the Court of 
Claims, the United States Supreme in Williamsport 
Wire Rope Company v. The United States, June 4, 
1928, extinguished claims totaling millions of dollars. 
This decision apparently does not affect special assess- 
ment issues involved where the Commissioner has as- 
serted a deficiency and appeal is taken to the Board of 
Tax Appeals. 

In Blair v. Oesterlein Machine Co., 275 U. S. 220, 
decided Nov. 21, 1927, the United States Supreme 
Court held that the Board of Tax Appeals has full 
reviewing jurisdiction over the determinations of the 
Commissioner in special assessment cases and may re- 
quire the Commissioner under subpoena to answer 
questions and furnish information concerning the tax 
returns of corporate taxpayers similarly situated to a 
corporate appellant before the Board. 

:; According to the opinion of the United States Su- 
preme Court in the Williamsport Wire Rope Company 


(Continued on page 270) 












































































Tax Liability on Installment Sales 
of Real Estate 


Part I[V—Recapture of Real Estate—Tax and Accounting Aspects 
By SAMUEL JOYCE SHERMAN* 


N THE event the purchaser of real estate fails to 
pay his mortgage obligations when due or for any 
other default, the mortgagee usually invokes the 

remedy of foreclosure, which consists of selling the 
property to pay the indebtedness. Should the seller 
reacquire possession of the property from the purchaser 
through foreclosure proceedings or any other process 
of law, he will find that he has precipitated a number 
of involved income tax problems. 

As to sales of real estate on the installment plan, 
Article 45 of Regulations 69, provides : 

If for any reason the purchaser defaults in any of his pay- 
ments, and the vendor returning income on the installment 
basis repossesses the property, the entire amount received in 
installment payments and retained by the vendor, less the 
sum of the profits previously reported as income and an amount 
representing proper adjustment for exhaustion, wear, tear, 
obsolescence, amortization and depletion of the property while 
in the hands of the purchaser, will be income of the vendor for 
the year in which the property is repossessed, and the basis of 
the property in the hands of the vendor will be the original 
basis at the time of the installment sale. 

Thus, assume that in 1925, a sale is made of real estate 
costing $75,000 for $100,000, yielding a gross profit of 
$25,000. The terms are: 

I 6g nek einen chenabenemanet $ 10,000 
3 Notes given for the balance secured by purchase 


money mortgage on the property, payable in equal 
SE SS, .dib'n-s cb dubebodesdtaecees xbeene' 90,000 





EE ED ont cncuntcneeesdanesmeaail $100,000 
The seller will report his gain on the installment basis, 
as follows: 


Taxable Year Installment Payment Taxable Profit 
MEE Sno btriceaiagenaewane $ 10,000 (Cash) $ 2,500 
ME ¢vussoevadensencunewe 30,000 (Note) i 

DT -wiicneebes beeen ueaea 30,000 (Note) 7,500 
DE eusseosyeubanconetbess 30,000 (Note) 7,500 








TIE. six. i:u baci eee $100,000 $25,000 
Assume, now that the buyer has paid the first note of 
$30,000, which fell due in 1926, and defaults in the 
payment of the second note. Thereupon the seller fore- 
closes the mortgages and repossesses the property. It 
is evident that the seller has received payments in the 
sum of $40,000, upon which he has reported a profit 
of $10,000. 

The regulation quoted above requires the vendor to 
report as income in the year that he repossessed the 
property the sum of $27,500 computed as follows: 
Entire amount received and retained by vendor on 
— of installment payments................... $40,000 

ss: 

(a) The profits previously returned as income.$10,000 

(b) Depreciation, amortization, and depletion 

of property while in the hands of the pur- 

CHOSET—OSSUMNE 1K 18... ccc ccccccccceces 500 


Income to be reported by the seller in the year the 
property was repossessed (1927)...........--.++0++ $27,500 


*Certified Public Accountant and Attorney-at-Law, New York 
City. 


In case of a resale of the property, the basis will be 
the original basis as at the time of the installment sale 
—in this case, the basis will be the cost, $75,000. 

Under prior Regulations,} the amount returned as 
income in the year the property was repossessed was 
not reduced by the amount of depreciation, obsoles- 
cence, etc., while in the hands of the purchaser and the 
basis of the property upon repossession was the original 
cost less all subsequent depreciation. 

Deferred Payment Sales Not on the Installment 
Plan, Where the Purchaser’s Notes Have a Fair 
Market Value: In the case of deferred payment 
sales of real estate where the vendor does not report 
the income on the installment basis, the method of 
treating the property upon repossession by the vendor 
after default depends upon whether 


(1) The vendor had retained title to the property; 
or 


(2) The vendor had transferred title to the pur- 
chaser prior to the default. 


The former regulations applied the same rule re- 
gardless of whether or not title remained in the vendor. 

Where the vendor had retained title, Article 46 of 
Regulations 69 provides that in case the purchaser de- 
faults in any of his payments, and the vendor repos- 
sesses the property by agreement or process of law, 
then the vendor must account for the gain or loss, as 
the case may be, in the year in which the property is 
repossessed, of the sum represented by 
the difference between (1) the entire amount of the payments 
actually received on the contract and retained by the vendor 
and (2) the sum of the profits previously returned as income 
in connection therewith and an amount representing proper ad- 
justment for exhaustion, wear and tear, obsolescence, amor- 
tization and depletion of the property while in the hands of 
the purchaser... . 

On the other hand, if the vendor had previously 
transferred title to the purchaser, and the purchaser 
defaults in any of his payments and the vendor re- 


acquires the property, the same regulation prescribes 
that 


such repossession shall be regarded as a transfer by the vendor 
in exchange for the property, of so much of the face value of 
the purchaser’s obligations as are applied by the vendor to the 
purchase or bid price of the property. Such exchange will 
be regarded as having resulted in the realization by the 
vendor ef gain or loss, as the case may be, for the year of 
repossession, measured by the difference between the fair mar- 
ket value of the property and the face value of those obliga- 
tions of the purchaser which were applied by the vendor to 
the purchase or bid price of the property to the extent that 
the fair market value thereof was previously recognized in 
computing income. The fair market value of the 

shall be presumed to be the amount for which it is bid in by 
the vendor in the absence of clear and convincing proof to 
the contrary. 


In the event that the property thus repossessed is 
subsequently sold again, the foregoing regulation pro- 


1Article 45 offi Regulations 62 and 65. 
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vides that the basis for determining gain or loss on the 
resale shall be as follows: 
1. Where the vendor had retained title “the basis of the 


property in the hands of the vendor will be the original basis 
at the time of the sale.” 


2. Where the vendor had previously transferred title “the 
basis for determining gain or loss is the fair market value of 
the property, at the date of acquisition.” 

The foregoing rules will now be exemplified by some 
concrete cases; 

Case I. Title Remains in the Seller: Assume 
that in 1925 a sale is made of property costing $70,000 
for $100,000 and the seller returned as his income from 
the transaction the amount of $30,000. The purchaser 
made a cash payment of $40,000 and gave three notes 
for the balance, each in the sum of $20,000 and pay- 
able in annual installments. The seller retained title 
to the property and agreed to deliver a deed upon pay- 
ment of the final note. The purchaser paid the first 
note, but defaulted with respect to the second note that 
fell due in 1927. The seller thereupon reacquired the 
property by agreement or legal proceedings. The seller 
must report as a profit in the year that he repossessed 
the property, the sum of $28,000 calculated as follows: 
Entire amount of payments actually received and re- 

tained by the vendor ($40,000 plus $20,000)......... $60,000 


Less: (a) The profits previously returned as 
TINIE oe vg sl eclactn doh Wed See ieeunanetennred $30,000 

(b) Depreciation, amortization and deple- 

tion of property while in the hands of the 
PUPCHASEF—AQSSUINE 10 1S... 2. cccccccccevcesce 2,000 


Total Deductions 


Income to be reported by the seller in the year the 

property was repossessed (1927)...............eee- $28,000 
In case of a subsequent sale of the property thus re- 
possessed, the basis of the property in the hands of the 
seller will be the original basis—in this case, $70,000. 

In a memorandum, G. C. M. 952, published in the 
Bulletin of January 3, 1927, the General Counsel for 
the Bureau of Internal Revenue held that the provisions 
of Article 46 of Regulations 69, relating to real prop- 
erty, should by analogy be applied to cases of personal 
property where the vendor repossesses the property 
upon default by the purchaser. The headnote of this 
ruling states : 

Upon repossession of an oil and gas lease parted with under 
a contract to sell, title to which was retained by the vendor, 
income is realized to the extent of the difference between the 
total amount of payments received and retained under the con- 
tract and the sum of gains previously reported as income in 


_connection therewith and an amount representing a proper 
adjustment for depletion. 


The property repossessed should be taken up on the tax- 
payer’s bocks in the year of repossession upon the cost and 
discovery bases prevailing as at the date of the contract to sell. 

In the prior regulations, the depreciation and deple- 
tion of the property while in the hands of the purchaser 
were not used to reduce the amount of gain or loss real- 
ized upon repossession of the property but were used 
to reduce the basis of the property for the purpose of 
subsequent sale.” 

Case 2. Title Transferred to Purchaser: In the 
Appeal of Manomet Cranberry Company, 1 B. T. A. 
706, the taxpayer sold its property in 1916 for $139,- 
500, receiving $45,100 in cash and a mortgage reduced 
to $94,400. In 1919, the seller foreclosed the mort- 


2Article 46 of Regulations 62 and 65. 
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gages, bidding in for the property the amount of $100,- 
000 representing the sum of the following items: 


Principal amount due on mortgage................. $ 94,400.00 
Accrued interest on mortgage (amount does not ap- 
pear in the record and is assumed herein)........ 430.49 
EE oo aanace. dt vccaswaae an ese ssesonteneds 4,013.56 
SOOO, oso ca 'ccachWvadeyedstenvauveusyess 1,155.95 
SI i atain ha ha cinta eeileneinn wi ooniinls $100,000.00 


Applying the provisions of Article 46, Regulations 
69, the vendor will be held to have realized a gain of 
$5,600 in the year that the property was repossessed, 
computed as follows: 


Fair Market Value of the Property (presumed to be 
the bid price in the absence of evidence to the con- 
UGG, sais oe ees csinaieelee icitee seis neulea nese esas $100,000.00 
Less: Face Value of the Purchaser’s Obligations 
(mortgage) applied to bid price, to the extent that 
the fair market value thereof was previously rec- 
ognized in computing income,..........ccceceses 94,400.00 


Profit Resulting from Repossession of Property....$ 5,600.00 
It will be noted that the profit as above calculated con- 
sists of the interest, taxes and costs, which according 
to the Board represented income to the taxpayer real- 
ized through application to the purchase price at the 
foreclosure sale.* 

The basis for determining gain or loss in case the 
above property should subsequently be sold again would 
be $100,000, that is “the fair market value of the prop- 
erty at the date of acquisition,” which “shall be pre- 
sumed to be the amount for which it is bid in by the 
vendor in the absence of clear and convincing proof 
to the contrary.” The Board’s opinion states: 


The taxpayer should be regarded as having acquired in 1919 
a capital asset at a cost consisting of the sum of the following: 


Principal atid) mortage: .<...)...005050006 000% $94,400.00 
Accrued interest added at the time of fore- 

ae ETA toe tel eran nc cere Serpe: Amount Unknown 
2 ae ee CL nN NOMe ne 4,013.56 


Bo I eR lt 1,155.96 

This sum will constitute the basis for computing profit or 
loss upon any subsequent disposition of the property by the 
taxpayer. 

In the Manomet Cranberry case, the Board treated 
the reacquisition of the property by the vendor as a 
repurchase of the property which is analogous to the 
exchange theory set forth in Article 46 of Regula- 
tions 69. 

Under former regulations*, the Department at- 
tempted to adjust the situation ensuing upon a default 
on the part of the purchaser and reacquisition of the 
property by the seller, by allowing the seller to deduct 
as a loss in the year of repossession “any excess of the 
amount previously reported as income over the amount 
actually received.” There is no provision in the in- 
come tax law which defines a loss as an excess of the 
amount previously reported as a gain over the amount 
actually received, and this fiction was resorted to in 
order to remedy an obviously inéquitable situation. 
The former regulations did not cover a converse situa- 
tion where the vendor, prior to regaining possession of 
the property, had actually received and retained pay- 
ments in an amount greater than the amount previously 
reported as income, but presumably that excess would 

3“For the year 1919 the taxpayer’s gain is represented by the 
ome of accrued interest added to the principal and realized 

h applications to the purchase price the foreclosure sale 
hea e foreclosure costs out realized.” (Appeal of Mano- 


met Cranberry Co., 1 B. T. 709.) 
4Article 46 of RF on ha Bg 62. and 65. 
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be deducted from the basis of the property in the event 
of a resale. 

The Department, under present regulations’, ap- 
parently construes the repossession of the property by 
the vendor upon the purchaser’s default as an “ex- 
change” transaction. While the theory of an exchange 
has a sound basis in fact, especially in view of the fact 
that the seller is under no obligation to bid in and reac- 
quire the property at the foreclosure sale, yet it is diffi- 
cult to see why any distinction should have been drawn 
between those sales where the vendor has retained title 
to the property prior to the purchaser’s default and 
those sales where the vendor has transferred title to 
the purchaser prior to the default. In every other re- 
spect, the Department has consistently treated these 
two classes of sales on an equal footing. 

The exchange theory underlying the present regula- 
tions runs counter to some very significant dicta of the 
Board of Tax Appeals. The rule evolved by Regula- 
tions 69 provides that the vendor who has regained 
possession of property, title whereof had been trans- 
ferred to the purchaser prior to the latter’s default, 
must report as a gain or loss for the year of repos- 
session the difference between the fair market value 
of the property at the date of repossession and the 
face value of those mortgages and notes of the pur- 
chaser which were applied by the vendor to the purchase 
or bid price of the property to the extent that the fair 
market value of those obligations was previously recog- 
nized in computing income. 

In the Manomet Cranberry Company case, the Board 
recognized that the taxpayer had received income to 
the extent of the interest and costs realized through 
application to the purchase price of the property, but 
specifically held that the taxpayer derived no taxable 
gain in the year of reacquisition by reason of the fact 
that the fair market value of the property then was 
,reater than the purchase or bid price. The decision 
states : ; 

There is no evidence that the property was worth more than 
the (bid) price so paid for it; but, even if there were, it would 
not constitute a realized gain until such time as the property 
might be disposed of. The mere fact that the property was 
worth $139,500 on March 1, 1913, or at the time of sale in 1916 
does not justify the Commissioner in saying that when the tax- 


payer acquired it in 1919 at a cost of $94,400, plus interest and 
foreclosure costs, it realized a gain. 

In the Appeal of I. M. Davis, 2 B. T. A. 359, the 
Board handed down a four line opinion, reaffirming 
the Manomet Cranberry Company decision, as follows: 

We think that the contention of the taxpayer is correct in 
that there would be no realized gain in the repossession of the 
property by the taxpayer until such time as the property might 
7 disposed of. Appeal of Manomet Cranberry Co., 1B. T. A. 

06. 

In the same month that the Davis case was reported, 
the Department issued a ruling with respect to a similar 
state of facts. The headnote states: 

In 1920 the taxpayer sold a farm, receiving part cash and a 
mortgage for the deferred payments. In his return for 1920 
he reported as gain the difference between the March 1, 1913, 
value of the farm, adjusted for depreciation and subsequent 
improvements, and the selling price, treating the sale as a com- 
pleted transaction. In 1924 the purchaser reconveyed to the 
taxpayer one-half of the land purchased in consideration of the 
cancellation of the mortgage. 

The cancellation of the mortgage and the repossession of the 
portion of the farm sold constitute an investment of capital 


5Article 46 of Regulations 69. 


July, 1928 


and no taxable gain was derived or deductible loss sustained in 
the transaction. (I. T. 2178, IIV 2 C. B. 42.) 

It was also held that in case of a future sale, the basis 
of the property so reacquired by the taxpayer would be 
the face: value of the mortgage cancelled plus unpaid 
interest thereon and taxes assumed. 

In the Appeal of Laurens Trust Co., 3 B. T. A. 331, 
decided January 14, 1926, the taxpayer sold a tract 
of land for part cash, the balance being secured by a 
purchase money mortgage. The property was turned 
back-to the taxpayer the same year in which it was 
sold. The Board, in a short decision rendered without 
any opinion, held that income resulted to the taxpayer 
to the extent of the cash payment received and retained 
by him. 

It remains to be seen whether the Board of Tax Ap- 
peals will modify the decisions which it laid down in 
the Manomet Cranberry Company and Davis cases in 
the light of Article 46 of Regulations 69 which is 
predicated on the “exchange” theory and seemingly 
recognizes that a taxable gain may inure to the seller 
of real property in the year of repossession and prior 
to the disposition of the property. 

Deferred Payment Sales of Real Estate Not on 
the Installment Plan Where.the Purchaser’s Notes 
Have No Fair Market Value: Article 46 of Regula- 
tions 69 provides that when the purchaser’s obligations 
are lacking in a fair market value, the seller may apply 
the payments received first, to reduce the cost or other 
basis of the property sold and then, after the seller’s 
capital has been entirely recouped, the payments in 
excess of such basis constitute taxable income in the 
year in which they are received. 

In G. C. M. 880, the taxpayer sold a farm in 1920 
for a total consideration of $44,000, consisting of $9,000 
in cash and $35,000 in notes, secured by a purchase 
money mortgage and payable within 20 years. The 
cost of the farm was $28,000, and although there was 
a nominal profit of $16,000 the taxpayer did not re- 
port any gain or loss in the year of the sale “because 
the notes received from the purchaser and secured by 
mortgage on the farm had no fair market value.” 

In 1922, following the purchaser’s default in paying 
the interest upon the notes, the taxpayer regained 
possession of the farm pursuant to an agreement where- 
under the purchaser reconveyed the farm to the seller 
in consideration for the cancellation of the mortgage 
notes. 

The taxpayer thereupon raised the query: What is 
the effect of the repossession of the farm in 1922 upon 
the taxpayer’s income tax liability in that year? 


The memorandum of the General Counsel for the 
Bureau of Internal Revenue, after citing Article 46 
of Regulations 69 at length, states: 

While the provisions quoted do not specifically cover the 
instant case, because the obligations of the purchaser re- 
ceived by the vendor upon the sale of his farm were held 
to have no fair market value at the time, the principle upon 
which these provisions were based does apply in the instant 
case as well as in a case where the obligations of the pur- 
chaser were regarded as having a fair market value. 

What is that underlying principle, running through 
Article 46 of Regulations 69 which by analogy applies 
to cases of repossession of property where the sale 
thereof was originally reported on the capital recoup- 
ment basis? That principle has been stated in G. C. M. 
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880 and G. C. M. 888; substantially as follows: 


Upon repossession of property, title to which the vendor has 
actually transferred to the purchaser upon a deferred payment 
sale other than on the installment plan, the repossession shall 
be treated as if there were an exchange by the vendor of the 
purchaser’s obligations surrendered for the property repossessed, 
the gain or loss from the exchange being measured by the 
difference between the fair market value of the property re- 
possessed and the basis in the hands of the vendor of the pur- 
chaser’s obligations surrendered for the property to the extent 
that the same represent capital to the vendor or items the in- 
come from which had been previously returned by him. In the 
absence of proof to the contrary, the fair market value of the 
repossessed property must be presumed to be the amount for 
which it is bid in by the vendor. : 

Applying the foregoing principle to the instant case, 
it will be noted that the taxpayer had received $9,000 
in cash, and since the cost of his farm was $28,000 
the balance of $19,000 represents unreturned capital 
to the taxpayer which is included in the $35,000 notes 
surrendered upon repossession of the property. The 
profit derived by the taxpayer upon repossession of the 
farm in 1922 was therefore $16,000, computed as fol- 
lows: 
Fair Market Value of Property Repossessed........... $35,000 
Less: Value of Purchaser’s Notes, surrendered to the 
extent that the same represent capital to the vendor.. 19,000 





Profit Upon Repossession of the Property............. $16,000 

Uncollectible Deficiency Upon Sale of Mortgaged 
Property: Pursuant to Subdivision 7 of Section 
214(a) of the Revenue Act of 1926, relating to the 
deductibility of bad debts, Article 153 of Regulations 
69 makes the following provision with respect to un- 
collectible deficiencies arising from the sale of mort- 
gaged property: 

Where mortgaged or pledged property is lawfully sold 
(whether to the creditor or another purchaser) for less than 
the amount of the debt, and the mortgagee or pledgee ascertains 
that the portion of indebtedness remaining unsatisfied after 
such sale is wholly or partially uncollectible and charges it 
off, he may deduct such amount (to the extent that it con- 
stitutes capital or represents an item the income from which 
has been reurned to him) as a bad debt for the taxable year in 
which it is ascertained to be wholly or partially worthless and 
charged off. In addition, where the creditor buys in the mort- 
gaged or pledged property, loss or gain is realized, measured 
by the difference between the amount of the face value of those 
obligations of the debtor which are applied to the purchase or 
bid price of the property (to the extent that such obligations 
constitute capital or represent an item the income from which 
has been returned by him) and the fair market value of the 
property. The fair market value of the property shall be pre- 
sumed to be the amount for which it is bid in by the taxpayer 
in the absence of clear and convincing proof to the contrary. 
If the creditor subsequently sells the property so acquired, the 
basis for determining gain or loss is the fair market value of 
the property at the date of acquisition. 

Accrued interest may be included as part of the deduction 
only when it has previously been returned as income. : 

There are two major points involved in this Article: 
(1) Relating to the amount of uncollectible deficiency 
resulting from the sale of the mortgaged property for 
less than the amount of the debt, and (2) Relating to 
the situation where the holder of the mortgage buys 
in the property at the foreclosure sale. 

As to the first point, the present article reenacts 
substantially the same provision which was contained 
in former Regulations 62 and 65. The only change 
is in the amount of the deficiency that may be deducted 
as a bad debt. Under the prior regulations, the defi- 
ciency was measured by the difference between the 
amount of the mortgage debt and the amount actually 
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received by the mortgagee upon the foreclosure and sale 
of the property. Under the present regulations, the 
deficiency deductible as a bad debt is the difference 
between the amount of the mortgage debt “to the 
extent that it constitutes capital or represents an item 
the income from which has been returned by him” and 
the amount actually received by the mortgagee upon 
foreclosure and sale of the property. The change is 
eminently fair and no doubt represents a clarification 
of phraseology rather than a variation in principle. 

As to the second point, dealing with the acquisition 
of the mortgaged property by the creditor, Article 153 
of Regulations 69 differs in some very material. re- 
spects from the provisions embodied in Regulations 
62 and 65. The latter regulations provided: 


Where a taxpayer buys in mortgaged or pledged property 
for the amount of the debt no deduction shall be allowed. for 
any part of the debt. Gain or loss is realized when the prop- 
erty bought in is sold or disposed of. 


Under the present regulations, however, loss or 
gain is realized in the year that the property is thus 
acquired by the creditor, measured by the difference 
between 

(1) The amount of the face value of those obligations of 
the debtor which are applied to the purchase or bid price of 
the property (to the extent that such obligations constitute 
capital or represent an item which has been previously re- 
turned as income) ; and 

(2) The fair market value of the property, which is pre- 
sumed to be the amount for which it is bid in by the creditor 
in the absence of clear and convincing proof to the contrary.® 

If the creditor subsequently sells the property so ac- 
quired, the basis of determining gain or loss is the fair 
market value of the property at the date of acquisition. 

It will be discerned that the foregoing provisions of 
Article 153 of Regulations 69 are precisely similar to 
those of Article 45, relating to repossession of the 
property by the seller upon default committed by the 
purchaser in the case of deferred payment sales of real 
estate not on the installment plan, where the seller has 
transferred title to the property prior to the purchaser’s 
default. Inferentially it appears that Article 153 does 
not apply to purchase money mortgages in the hands 
of the vendor of the property but to instances of actual 
advances made upon the security of a mortgage, where 
upon subsequent default in the payment of the loan 
and after foreclosure of the mortgaged property an 
uncollectible deficiency results. 

Inasmuch as a mortgage is merely security for the 
note or bond evidencing the principal indebtedness, 
O. D. 687, 3 C. B. 106, holds that in order to deduct 
any deficiency as a bad debt, the creditor must estab- 
lish not only that the proceeds of the foreclosure sale 
are insufficient to satisfy the mortgage debt but also 
that an action on the bond or note against the mort- 
gagor, in personam, would in all probability prove in- 
effectual in collecting the amount of the deficiency. 

It is obvious that in all cases wherein foreclosure of 
the mortgage results in a deficiency the mortgagor’s 
equity is entirely wiped out; and under I. T. 1780, II-2 
C. B. 121, the mortgagor may deduct the amount of 
his investment in the property as a loss sustained dur- 
ing the year of the foreclosure. 

6An interesting decision is that of the Appeal of Frances 
Perot’s Sons Malting Co., 1 B. T. A. 562, where the mortgagee 
who bought in the property failed to adduce competent evidence 
as to the fair market value of the property at the date of fore- 


= and hence was disallowed the deduction of his alleged 
oss. 
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Indirect Tax on Tax-Exempt Securities in 
Insurance Company Reserve Invalid 


EVERSING the decision of the Court of Claims, 

the United States Supreme Court held in Na- 
tional Life Insurance Company v. The United States, 
decided June 4, 1928, that Section 245 (a) (2) of the 
Act of 1921, which provides for abatement of the 4 
per cent deduction for the mean of the reserve fund of 
a life insurance company required by law and held at 
the beginning and end of the year, by the amount of 
interest received from tax exempt securities, is invalid 
as against the taxpayer. 

“Congress had no power,” said the Court, “purposely 
and directly to tax state obligations by refusing to their 
owners deductions allowed to others. It had no pur- 
pose to subject obligations of the United States to bur- 
dens which could not be imposed upon those of a state.” 

Mr. Justice Brandeis, Mr. Justice Holmes and Mr. 
Justice Stone dissented. In a dissenting opinion Mr. 
Justice Brandeis said, in part: 

To hold that Congress may not legislate so that the tax 
upon an insurance company shall be the same whether it holds 
tax-exempt bonds or does not, would, in effect, be to read into 
the Constitution a provision that Congress must adapt its legis- 
lation so as to give to state securities, not merely tax exemp- 
tion, but additional privileges; and to read into the contract 
of the United States with its own bondholders a promise that 
it will, so long as the bonds are outstanding, so frame its 
system of taxation that its tax-exempt bonds shall, in respect 
to all taxes imposed, entitle the holder to greater privileges 
than are enjoyed by holders of taxable bonds. But no rule is 
better settled than that provisions for tax exemption, constitu- 
tion or contractual, are to be strictly construed. * * * 

Moreover, even if the decision of the Court on the main 

question be accepted as the rule of substantive law, I am 
unable to see how the company can be allowed to recover 
anything. The provision of Sec. 245 is that there shall be 
deducted from the gross income: “(2) An amount equal to 
the excess, if any, over the deductions specified in paragraph 
(1) of this subdivision, (i. e., the interest on tax-exempt 
securities) of 4 per centum of the mean of the reserve funds 
required by law.” The Court has, of course, power to declare 
that the system of taxation established by Congress is uncon- 
stitutional. But I find no power in the Court to amend para- 
graph (2) of Sec. 245 so as to allow the company to deduct 
4 per cent of its reserves, in addition to its income from tax- 
exempt securities. Congress was confessedly under no obliga- 
tion to allow any deduction on account of the insurance 
reserves of any company. To expand the scope of the per- 
mitted deduction is legislation—and none the less so because 
the operation can be performed by striking out certain words 
of the act. 


Legislative Achievements of American Bar 
Association Tax Committee Creditable 


N ITS report to be made at the 51st annual meet- 

ing of the American Bar Association, to be held 

at Seattle, July 25, 26 and 27, the Special Tax Com- 

mittee on Federal Taxation of that association will 
be able to make a commendable showing. 

The specific amendments to the Revenue Act of 
1926 which, with the approval of the American Bar 
Association, were recommended by the committee 
follow, with indications of their substantial adoption 
or failure of adoption in the Revenue Act of 1928 
follow: 


1. It was recommended that the Board of Tax Appeals 
be authorized with the consent of the parties to appoint 
special masters for the taking of testimony in certain cases. 
Not adopted. 

2. It was recommended that the Board of Tax Appeals 
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be relieved from the necessity of making finding of fact in 
every case, provided it published an opinion or findings of 
fact or a memorandum decision. Not adopted. 

3. It was recommended that in the case of charges of 
fraud the burden of proof upon the issue of fraud be placed 
upon the Commissioner of Internal Revenue. Adopted, 
(Section 601.) 

4. It was recommended that the approaching expiration 
of any period of limitation against the Government should 
not be construed as constituting jeopardy permitting the 
making of a jeopardy assessment. Not adopted, but the 
Treasury Department has indicated that it will make no 
further jeopardy assessments of such a nature. 

5. It was recommended that the clauses qualifying the 
provision that the bar of the statute of limitations should 
not only operate to bar the remedy, but should extinguish 
the liability, be eliminated. Adopted. (Sections 607 and 
612.) 

6. It was recommended that interest on refunds be al- 
lowed to the date of the payment of such refund instead of 
to the date of the allowance thereof. Adopted in part. In- 
terest allowed within 30 days of payment. (Section 614.) 

7. It was recommended that Section 280 of the Revenue 
Act of 1926, permitting assessment against transferees of 
assets of taxpayers, be repealed. Not adopted, although the 
burden of proof of establishing that the petitioner is liable 
as a transferee is placed upon the Commissioner of Internal 
Revenue. (Section 602.) 

With respect to the committee’s interim report of 
March 31, 1928, the following recognition was ac- 
corded in the new law to its recommendations, made 
after the House bill was passed, in addition to those 
above specified : 

(a) The retroactive features (as affecting years prior to 
1928) of Section 1, relating to the application of the act, 
Sec. 44, relating to installment sales (but see Section 705), Sec. 
45, relating to allocation of income and deductions, Sec. 
113, relating to the basis for determining gain or loss, Sec. 115, 
relating to distributions by corporations, and Sec. 276 and 
Sec. 506, relating to waivers, were eliminated. 

(b) The imposition of penalties for unnecessary accu- 
mulation of surplus upon a special class of personal holding 
companies was eliminated and the provisions of old Section 
220 were restored. (Section 104.) 

(c) The provision for consolidated returns of affiliated 
corporations was restored with modifications. (Section 
141.) 

(d) Provision has been made.whereby, if a test case is 
pending, a taxpayer and the Commissioner of Internal 
Revenue may agree to suspend the running of the statute of 
limitations for filing suit in similar cases. (Section 608.) 

(f) The provision of the House Bill (Section 605), for 
alternative remedies to the Government in enforcing the 
liability of transferees from taxpayers, was eliminated. 


Although the prospect of any further general tax 
legislation in the next year or so is regarded by the 
committee as remote, it is probable that the Con- 
gressional Joint Committee on Internal Revenue 
Taxation will remain in existence for the purpose 
of further study of tax administration and the for- 
mulation of an improved statute for ultimate enact- 
ment. Hence, the recommendation is made that the 
services of the Special Committee on Federal Taxa- 
tion of the American Bar Association should be 
made available to the Joint Congressional Com- 
mittee and that a policy of watchfulness of develop- 
ments in the administration of the tax laws in the 
Treasury Department and in the rules and practice 
of the Board of Tax Appeals should be maintained. 

The members of the committee who have served 
during the past year are: Hugh Satterlee (chair- 
man), George M. Morris (secretary), Charles S. 
Cushing, Albert L. Hopkins, Louis A. Lecher, 
Robert N. Miller and Mabel Walker Willebrandt. 
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HE DECISION of the United States Supreme Court 

in the Willamsport Wire Rope Company case, decided 
June 4, 1928, to the effect that the courts do not have juris- 
diction in suits for refund involving special assessment is 
certain to give rise to insistent demand for legislative reme- 
dy at the next session of Congress. 

Dissatisfaction with the situation created by the Supreme 
Court’s decision is based primarily on the discriminatory 
manner in which administration of the special assessment 
provisions of the law operate against taxpayers who have 
paid all of their tax obligations. Taxpayers who have 
failed to pay what the Commissioner asserts is due have a 
right to make claim for special assessment. Moreover, in 
such cases the right apparently remains to appeal from the 
Commissioner’s determination to the Board of Tax Appeals 
and thence to the Circuit Court of Appeals. 

The Supreme Court decision is especially disappointing 
to taxpayers who had the right to appeal to the Board of 
Tax Appeals but who have waived their right to such ap- 
peal and paid their taxes, relying on the apparent right, 
after filing a claim for refund, to sue in court as pro- 
vided by Section 3226 of the Revised Statutes, as amended. 

This turn of events, together with the provisions of Sec- 
tion 705 of the Revenue Act of 1928, which gives relief 
from double taxation where a change in the method of 
reporting net income has been made to the installment 
basis only in determining deficiencies, has given some basis 
in fact for the cynical comment that “the moral is—don’t 
pay your taxes without contest.” 


\WitHour privation to a single soul or the forbidding 
sound of a sheriff’s hammer, New York State, during 
eleven months of the current fiscal year, realized $61,000,- 
000 from its income tax. This is in happy contrast to the 
injustice, discrimination against those in the lower income 
scale, and crushing burden on wage earners who aspire to 
own a home and on farm owners left in the wake of the obso- 
lete general property tax in Illinois and other states that 
depend upon that form of taxation for the bulk of revenue. 

A moderate income tax, such as is in effect in New York, 
would eventually solve the fiscal problems and inequities 
in many of the states where the administrative difficulties 
of property valuation for the general property tax levy and 
the easy escape of most intangible wealth from assessment 
has resulted in an upside down income tax, with the 
heaviest burden on those least able to bear it. 


\WHEREAS many corporations received a rude awaken- 
ing from a dream of handsome tax payment recoveries 
in consequence of the Williamsport Wire Rope Company 
decision by the United States Supreme Court, the same 
court, over the protest of three of its members, presented 
life insurance companies with a luscious $15,000,000 tax re- 
tund melon. The Eastern Underwriter estimates that insur- 
ance companies will benefit in the aggregate to that extent 
by the decision in the National Life Insurance Company 
(Vermont) case, which declared Section 245 (a) (2) of the 
Act of 1921 invalid. The effect of this section was inter- 
preted to be an indirect tax on tax-exempt securities. 


EGULATIONS governing the computation, collection 
and payment of income, war profits, excess profits and 
estate taxes in cases where property is or has been in the 
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e¢onomic and legal affairs with the Government. Our 
services include regular contact with all Government 
offices in representing you and obtaining information, 
special research on commercial and industrial prob- 
lems, legal counsel and representation before the Fed- 
eral Departments or Courts, and special reports on all 
Government activities relating to your specific inter- 
ests. This is a specialized service to fit your individual 
requirements at a cost commensurate with the work 
performed. 
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Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get 
by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
appear on the surface.. The letters are a 
real help to all tax men. Clients include 
tax practitioners and corporation officers. 
May we send you a copy ‘of our latest 
letter? 


CLIP THIS COUPON TO YOUR LETTERHEAD 






The Kiplinger Washington Agency, 
Albee Building, Washington, D. C. 

Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 
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custody: of the United States under the Trading with the 
Enemy Act have been issued by the Treasury Department 
(T. D. 4168). 


Provision is made in the regulations for payment of a 
tentative tax by the person to whom the property held by 
the Alien Property Custodian is returnable, so that the re- 
turn of such property may not be unduly delayed. The 
Commissioner, on the other hand, will abide by an ex- 
pressed preference for final computation of the tax before 
the property is restored to the owner. The Commissioner 
may. authorize a final computation instead of the tentative 
compfitation when the facts indicate to him that such final 
computation will not delay the return of the property to its 
owner, 


Taxes on the basis of the tentative computation are pay- 
able by the Alien Property Custodian to the Collector of 
Internal Revenue at Baltimore within whose jurisdiction 
and district the District of Columbia is located. The regu- 
lations further provide that the Alien Property Custodian 
need not pay the tax in advance of a return of the property 
if he withholds property sufficient to make such tax pay- 
ments when the property is returned to its owner. 


In event the property held by the Alien Property Cus- 
todian is insufficient to pay the taxes due, the Custodian 
may pay the taxes to that extent and the Collector at Balti- 
more is authorized to collect the remainder from the person 
liable the same as any other deficiency. 


The regulations allow the person to whom the property 
is returnable to give bond guaranteeing payment of the tax 
when it is apparent that the final computation can not be 
made within two months. 


ITH reference to Section 413 of the Revenue Act of 

1928, which relates to the tax on club dues ‘and initiation 
fees, the Bureau of Internal Revenue has made the following 
explanatory statement: 


The first change to be noted is that dues of social, athletic, 
or sporting clubs are exempt from tax if the regular members 
pay dues of $25 per year or less.. Under the 1926 Act club 
members were exempt from tax if. the dues of active resident 
annual members were not in excess of $10 per year, but under 
the new Act the tax does not apply to dues if the dues paid 
by active resident annual members of a club are not in excess 
of $25 per year. It is pointed out that if: the dues of active 
resident annual members are in excess of $25 per annum, then 
the tax attaches to the dues of all classes of members, even 
though some members pay less than $25 per annum. 


In this connection, however, attention is called to the fact 
that the 1928 Act specifically defines “dues” as including any 
assessment irrespective of the purpose for which made. Under 
prior Acts the Bureau held in its regulations that special 
assessments for capital expenditures would not be regarded as 
dues.. Since in the 1928 Act Congress has defined dues to 
include all assessments for whatever purpose made, assess- 
ments for capital expenditures will not be exempt from tax 
when paid on and after June 29, 1928, provided the sum of 
the assessments and ordinary dues to be paid by an active 
resident annual member exceeds $25 per year. 


The 1926 and prior Acts merely taxed amounts paid as 
“initiation fees” without elaborating on what should be in- 
cluded in that term, and as the result of the decision of the 
United States Court of Claims in the case of Alliance Country 
Club v. United States, the Bureau in Treasury Decision 3950 
held that amounts paid for shares of stock, bonds, promissory 
notes or transferable certificates representing an interest in the 
property and assets of the club were‘not subject to tax as 
initiation fees. 

However, Section 413 of the Revenue Act of 1928 not only 
imposes a tax on initiation fees if they exceed $10, or on all 
initiation fees, regardless of the amount, if the dues of active 
resident annual members exceed $25 per annum, but it also 
defines initiation fees. It should be noted that under this Act, 
the term “initiation fees” includes any amount which an appli- 
cant for membership must pay as a condition precedent to 
membership. It is not material whether the applicant has any 
hope or expectation of a return of his payment upon resigna- 
tion, death or other circumstances, nor is it. material to whom 


+ he pays the money. 
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For instance, if an incorporated golf club requires incoming 
members as a condition precedent to membership to purchase 
either from it or from others a $100.share of its stock, the 
tax attaches to any such payment after June 28, 1928, regard- 
less of the fact that it represents a property interest in the 
assets of the club. Likewise, if the purchase of a share of 
stock in a land-holding corporation is a necessary precedent 
to membership in a club, the amount paid for such share of 
stock is taxable. 


Life members are not subject to a tax on the amount paid 
for life membership, but are subject to an annual tax equiva- 
lent to the tax payable by active resident annual members on 
dues or membership fees other than assessments such tax by 
life members to be paid at the time for payment of dues by 
active resident annual members. 


O THE extent that the indebtedness of foreign nations 

to this country are paid, domestic revenue requirements 
of the Federal Government are reduced. On June 15 a total 
of $90,757,665 was paid to the United States Treasury on 
account of foreign debts or interest thereon. The fargest 
single payment, $67,200,000, was made by Great Britain. 
Other payments made were $11,250,000 from France, $5,000,- 
000 from Italy, $3,575,000 from Belgium, $1,500,000 from 
Czechoslovakia, $100,000 from Estonia, $131,460 from Fin- 
land $29,131.01 from Hungary, $40,000 from Latvia, $82,072 
from Lithuania, $1,250,000 from Poland, $400,000 from Ru- 
mania and $200, 000 from Jugoslavia. 


| Court Decisions | 


Appeal Proceedings.—Mandamus will not issue to compel 
the Board of Tax Appeals to enter as its decision the de- 
cision of the division which heard an appeal and which the 
3oard reversed upon review after the expiration of the 
thirty-day period when the decision of the division is by 
statute made final, the taxpayer having an adequate remedy 
in law. Decision of the Supreme Court of the District of 
Columbia reversed.—Court of Appeals, District of Colum- 
bia, in United States Board of Tax Appeals v. The United 
States of American, ex rel. James S. McCandless, No. 4714. 


Dividends, Nontaxable——Dividends declared in 1921 in 
cash to be considered. as part payment for stock held as 
collateral for notes of the stockholders given in payment 
for such stock, which stock under the laws of the state 
(Massachusetts) forbidding the issue of stock except for 
cash, services or property actually received, was illegally 
issued, were held not to be income within the meaning of 
the Act of 1921, such dividends being in substance a stock 
dividend.—U. S. District Court, Dist. of Mass. in John F. 
Techan v. United States of America, Law No. 2787. 


Inventories, Valuation of.—Inventories may not be valued 
. market, regardless of cost, under Sec. 203, Act of 1918.— 

ee Circuit Court of Appeals, Fifth Circuit, in J. A. Kemp, 
: al., v. United States of America, No. 5148. 


Liquidated Corporations—Tax Liability of Stockholders. 
—Amount of loss sustained by a corporation upon the sale 
of its assets to its stockholders, and the tax liability of the 
corporation for 1919 determined, the amount of such tax, 


















MARY V. McKEE 


WASHINGTON REPRESENTATION OF 
ATTORNEYS, ACCOUNTANTS AND 
AGENTS BEFORE THE BUREAU OF 
INTERNAL REVENUE AND OTHER 
GOVERNMENT DEPARTMENTS. 


WASHINGTON, D. C. 


Phone: Main 5024—-Suite 901-4 Munsey Bidg. 




























July, 1928 THE NATIONAL INCOME TAX MAGAZINE 


Tares 


CLEAR 





SHARP 


IMPRESSIONS 


WIT 
EITHER 
MACHINE 
OR PEN 
AND INK 


OOD tools go a long way toward making an ay- 
erage clerk an efficient worker. The best paper 
you can buy for office and accounting forms is none too 
good because the accuracy, appearance and preserva- 
tion of these records are a credit to the whole account- 
ing department, and a vital necessity to business. 
CentTenniaL Lepcer has won the friendship and 
trust of all who must have surface beauty and a tough, 
substantial sheet at a moderate price. 





Waverty Lepcer is particularly adapted to usage 
for blank books, ruled forms, bank pass books, checks, 
receipts, etc., where appearance as well as quality is 
essential. Frexo Lepcer, the same good paper, has 
the built-in hinge for loose leaf forms. 


‘TypocounT Lepcer, a specialty product for ma- 
chine bookkeeping forms, is made to stand up under 
the hardest usage. 


And Byron Weston Co. Linen Recorp, for valu- 
able documents that must live for generations, is the 
supreme choice because of its tested worth. 

Specify a WESTON paper Sor any requirement, 
Ask your printer or stationer to show you 
samples and help you make your selection, 


Byron Weston (sompany 


cA family of Paper Makers for over-sixty-five years 
Mills at Dalton, Massachusetts, U. 8. A. 





















































































































































































































266 THE NATIONAL INCOME TAX MAGAZINE 





with interest, to be apportioned among the defendant stock- 
holders in the proportion in which they received the assets 
of the corporation.—U. S. District Court, Dist. of Wyoming, 
in United States of America v. C. W. Garbutt, et al, April 
26, 1928. 


Losses, Deductible—A deductible loss was sustained on 
the sale in 1920 of property acquired as a residence and 
abandoned as such in 1912 and offered for sale or rent in 
that year. Heiner v. Tindle, et al., 18 Fed. (2d) 456, fol- 
lowed.—U. S. District Court, W. D. New York, in John D. 
Larkin, et al., Executors, v. Bert P. Gage, Collector. 


Loss sustained on the closing out in 1920 of a December 
“future,” intended as a “hedge” against a sale of “cash” 
oats for December or later delivery, which were delivered 
in 1921, is deductible only in 1920 by a cash grain dealer 
on the cash receipts and disbursements basis, the “future” 
sales and the “hedging” contract closed out in different 
years constituting separate transactions—U. S. District 
Court, No. Dist. Illinois, in Edward R. Bacon Grain Com- 
pany, a Corporation, v. Mable G. Reinecke, Collector. 


Nontaxable Income.—An agreement in compromise of a 
suit involving the title to land subject to an oil and gas 
lease providing for the payment of a designated amount out 
of royalties to be received was held to be a conveyance of 
property subject to the right of the vendors to take the 
revenues to the extent indicated, such revenues not passing 
to the vendees as income subject to income tax.—U. S. 
District Court, W. D. of Louisiana, in Frank J. Looney v. 
United States of America, No. 1683—At Law. 


A pro rata portion of premiums received by a corporation 
not later than 1904 on bonds issued at a premium, appor- 
tioned to the year 1920, may not be taxed as income of the 
corporation in 1920. Decision of the Board of Tax Ap- 
peals, 6 B. T. A. 1025, affirmed.—United States Circuit 
Court of Appeals, First Circuit, in Commissioner v. Old 
Colony Railroad, May 31, 1928. 


Paid-in Surplus.—Paid-in surplus for 1918 and 1919 should 
not include (a) amount paid in to a corporation without 
any written agreement by the owners of 50 per cent of the 
stock in order to furnish the corporation with additional 
surplus until it was able to liquidate that surplus, and‘ (b) 
dividends credited to “paid-surplus special as per agree- 
ment” under a written agreement between the owners of 50 
per cent of the stock and the corporation that the annual 
dividends declared payable to such stockholders should be 
deferred until a sufficient fund had been accumulated to 
operate the business successfully, when they were to be 
paid in cash with interest, which amounts were paid in 1919 
without interest, such amounts constituting borrowed capi- 
tal. B. T. A. Dec. 2408 [C. C. H.], affirmed without preju- 
dice to the right of the taxpayer to apply to the Board of 
Tax Appeals for an allowance for interest on borrowed 
capital—U. S. Circuit Court of Appeals, Fifth Circuit, in 
Southport Mill, Ltd., v. Commissioner of Internal Revenue, 
May 10, 1928, No. 5250. 


Refunds.—The payment without formal protest prior to 
the enactment of the 1924 Act, of taxes assessed under Sec. 
900, Acts of 1918 and 1921, was held to be under sufficient 
protest and duress where, upon objection by the president 
of the corporation at time of assessment and payment that 
the taxes were illegally and erroneously demanded, the 
deputy collector replied that failure to pay would expose the 
officers of the corporation to arrest and criminal prosecution. 
Even if such protest were not sufficient, the taxpayer was 
held, nevertheless, to be within the protection of Rev. Stat., 
Sec. 3226 as amended by Act of 1924, which provided that 
suit for recovery of a tax erroneously collected may be 
maintained whether or not paid under protest or duress. 

Carburetors primarily designed for and adapted for use 
in substitutions for or replacements of standard equipment 
in automobiles and advertised as peculiarly adapted for use 
in automobiles, which may be adapted for use and used 
with tractors, marine engines, etc., were held to be auto- 
mobile parts or accessories within the meaning of Sec. 900 
(3), Acts of 1918 and 1921, the taxpayer having failed to 
establish that such carburetors were commonly, generally, 
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practically and profitably used for different purposes.— 
United States District Court, So. Dist. af Ohio, W. Div., in 
Murray C. Weir, Recewer, v. Stephen McGrath, Collector, 
Nos. 289, 290 (at Dayton). 


Action for refund of income tax paid should be brought 
by him who actually paid the tax and not by him, or them, 
who might in equity, or as a Cestwi que trust, have some 
latent interest in the money in dispute. Motion sustained 
to dismiss suit in equity brought by two corporations 
against the United States and a holding company owning 
all the stock of one and practically all the stock of the other 
plaintiff corporation to recover an alleged overpayment by 
the holding company for the account of income taxes of the 
plaintiff corporations.—U. S. District Court, E. Div. of E. 
Judicial Dist. of Missouri, in Carleton Dry Goods Co. and 
Sidney G. Smith, Trustees in Bankruptcy, v. United States of 
America, et al., No. 8009; In Equity. 


Suit for recovery of 1918 taxes on the ground of failure 
to apply a 1919 net loss was dismissed where the taxpayer 
filed a claim for refund of 1918 taxes on March 14, 1924, re- 
ferring only to an adjustment for depreciation and deple- 
tion, which claim was considered and allowed in part, the 
first mention by the taxpayer of the claim based on the 
net loss being a letter to the Commissioner on May 13, 19235, 
calling attention to the failure to apply the 1919 net loss and 
requesting a recomputation of the taxpayer’s tax liability 
and further refund.—Court of Claims of the United States 
in The Feather River Lumber Company v. The United States, 
May 28, 1928. No. F-68. 


Suit for refund of taxes for a year involved in a proceed- 
ing before the Board of Tax Appeals is not prohibited where 
the proceeding before the Board was heard after the passage 
of the 1926 Act but such proceeding was filed with the 
Board prior to such date.—U. S. District Court, W. D. of 
Penn., in Early C. Emery, et al., Executors, v. United States, 
No. 3431. At Law. 


Statute of Limitations.—In a suit against the taxpayer and 
the surety on a bond given pursuant to Section 234 (a) (14) 
(a), Act of 1918, in connection with a claim for abatement 
of part of 1918 taxes, the cause of action is barred by the 
statute of limitations five years after the return was filed 
where the parties had agreed to pay “any part of such tax 
found by the Commissioner to be due” and the obligation 
to pay such tax was extinguished under Section 1106 (a), 
Act of 1926, prior to the commencement of the action. 

The filing of a bond, in and of itself, in connection with a 
claim for abatement of 1918 taxes is not a waiver of the 
limitation provision of the statute, the express provision in 
Section 250 (d), Act of 1921, for written consents to a 
later determination, etc., of the tax excluding the possibility 
of implied waivers.—United States Circuit Court of Appeals, 
Seventh Circuit, in United States of America v. The John 
Barth Company, et al., June, 1928. 


A waiver executed prior to the enactment of the 1924 Act, 
consenting to the “determination, assessment and collection” 
of 1918 taxes effective for a period of one year after the ex- 
piration of the statutory period of limitation, does not pre- 
vent the application of the provisions of the 1924 Act as to 
the statutory period upon collection of the tax, where the 
tax, assessed after the passage of the 1924 Act, was assessed 
within the period as extended, the action of the tax officers, 
if barred on the expiration of the consent, being barred by 
virtue of the law and not by force of the contract of waiver. 
—U. S. District Court, No. Dist. of Georgia, in Bank of 
Commerce v. Josiah T. Rose, Collector, May 15, 1928. 


The Government has six years for collection of 1920 taxes 
assessed in 1926 within the limitation period on assessment 
provided under the 1924 Act as extended by a waiver signed 
after the passage of the 1924 Act.—U. S. District Court, 
W. D. of Louisiana, Shreveport Div., in Mrs. Alma Foster 
Atkins v. J. O. Bender, Collector, June 6, 1928. 


Trust Distinguished from an Association.—A trust or- 
ganized to undertake and carry on “anywhere any business, 


transaction or operation which an individual could legally 





Ju 


und 
no! 
sha! 
tion 
min 
tion 
by 
Dis 
Am 
q 
for 
in ] 
stat 
clai 
191 
of 1 
tab! 
the 
E 
sub 
con 
of | 


Ma 





re 
er 


e- 
ne 
ne 
3, 
nd 
ty 


es, 


d- 
re 
ge 


es, 





July, 1928 


undertake and carry on,” in which the shareholders have 
no rights or powers other than to receive their proportionate 
share of the income and of the assets in the event of liquida- 
tion, nor any power to elect or remove trustees or to ter- 
minate or modify the trust, was held not to be an associa- 
tion, and not to be subject to the capital stock tax imposed 
by the Acts of 1918, 1921 and 1924.—U. S. District Court, 
Dist. of Mass., in J. Henry Neal, et al., v. United States of 
America, May 24, 1928, Law No. 3149. 


Taxable Income—Executors Fees.—Fee received in 1917 
for acting as executor in 1914 was held to be taxable income 
in 1917 where the taxpayer had repudiated in 1914 a written 
statement that he would not take any fee and asserted his 
claim for his full commission, and the matter was settled in 
1917, and, although there were sufficient funds in the hands 
of the executors to pay such fee, the evidence, does not es- 
tablish that the money had been set aside to pay it, nor that 
the executors or the court had directed it to be paid in 1914. 

Executor’s fee received in 1917 by an individual is not 
subject to the excess profits tax, being an executor not 
constituting the vocation of such taxpayer.—Court of Claims 
of the United States in Edward A. Faust v. United States, 
May 28, 1928. No. E-405. 


Significant Decisions of the Board of 
Tax Appeals 


Accounting Period, Change of.—The petitioner made in- 
come-tax returns for the estate of which she was adminis- 
tratrix upon the basis of the calendar year. The Federal 
estate tax and certain inheritance taxes payable by the 
estate were not paid until after the close of the first calendar 
year for which a return was made. Held, that the liability 
of the estate to income tax may not be determined upon the 
basis of a fiscal year merely for the purpose of enabling the 
estate to get the greatest benefit from the deduction of such 
taxes.—Clere A. McKee, Adim’x, v. Commissioner, Dec. 3965 
(C. C. H.), Docket No. 12581. 
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Affiliated Corporations—Collection of Taxes.—A corpora- 
tion affiliated with another corporation under Sec. 240 of 
the Revenue Act of 1918 does not lose its status as a “tax- 
payer” and an assessment: against such corporation in the 
absence of an agreement that the taxes due from other 
affiliated corporations may be collected from it will not 
authorize the collection from it of taxes due from such 
other corprations, and a notice to it of a deficiency in taxes 
due from other affiliated corporations joining with it in fil- 
ing a consolidated return will not authorize the filing with 
the Board of petitions for the redetermination of deficiencies 
by other affiliated corporations.—American Creosoting Co., 
Inc., et al., v. Commissioner, Dec. No. 4021 (C. C. H.), Docket 
No. 17777. 

Affiliated Corporations, Gain or Loss on Sale of Stock 
of.—The sale by a corporation of all of the capital stock’ of 
an affiliated corporation results in neither a taxable gain 
nor a deductible loss—Remington Rand, Inc., v. Commis- 
stoner, Dec. 3871 (C. C. H.), Docket No. 34726. 

Deficiencies, Redetermination of Upon Petition of One 
Other Than the Taxpayer.—Where the Commissioner as- 
serted a deficiency against a taxpayer, the Board acquires 
no jurisdiction to redetermine the amount thereof upon peti- 
tion filed by one, other than the taxpayer, who has assumed 
the payment of any deficiency. 

One who acquires the assets of a corporation agreeing 
to pay its liabilities is not a fiduciary within the meaning of 
Section 281 of the Revenue Act of 1926.—Bond, Incorporated, 
v. Commissioner, Dec. No. 4033 (iti ORME | 8 ), Docket No. 
32613. 

Depletion.—In Jnspiration Consolidated Copper Company V. 
Commissioner, Dec. 3970 (C. C. H.), Docket Nos. 6990, 
20866, the Board held that depletion should be computed 
on the number of pounds of copper sold during the year 
rather than on the number of pounds produced. 

Depreciation, Adjustments for.—In computing loss from 
the destruction of a residence by fire, the cost thereof should 
not be reduced by the depreciation sustained in the years 
during which it was used as a residence. 

Property was purchased as a residence in 1896 and so 
held until 1910 or 1911, from which time it was abandoned 
as a residence and rented and held for sale until sold in 
1919 at a price less than the fair market value in 1910 or 
1911 or the fair market value on March 1, 1913. The fair 
market value in 1910 or 1911 was not less than the fair 
market value on March 1, 1913. Held, that a deductible loss 
was sustained which is measured by the difference between 
the fair market value on March 1, 1913, properly depre- 
ciated from this date to the date of the sale, and the sales 
price, no adjustment to the 1910 or 1911 value being re- 
quired on account of depreciation sustained from 1910 or 
1911 to March 1, 1913.—W. B. Brooks v. Commissioner, Dec. 
No. 3979 (C. C. H.), Docket No. 10991. Trammel, Mur- 
dock, Phillips, Sternhagen and Morris dissented from the 
decision. 

Dividends from Depletion Reserves, Taxability—A de- 
pletion reserve based upon discovery value substantially in 
excess of cost or March 1, 1913 value represents, to the 
extent of the excess, earnings or profits accumulated since 
February 28, 1913, within the meaning of Section 201 (a) 
of the Revenue Act of 1921.—Charles F. Ayer v. Commis- 
stoner, Dec. No. 4027 (C. C. H.), Docket No. 7635. 
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Income .Tax Liability of Decedents—Collection.—The 
fact that an estate has been administered and the adminis- 


tratrix discharged does not operate to defeat the right of 


the Government to collect within the statutory period provided 
by Congress such income tax as may be due upon income 
received by the decedent prior to his death—Elna S. Evans, 
Former Administratrix, v. Commissioner, Dec. 4035 (C. C 
H.), Docket No. 1340. 


Invested Capital—The Baker-Vawter Co. making its re- 
turn for the calendar year 1920, and being affiliated with 
the Commercial Stationery & Loose Leaf Co, from Janu- 
ary 1 to February 28, 1920, included in its invested capital 
the surplus of the subsidiary company for the entire year. 
Since the Baker-Vawter Co. sold the entire capital stock 
of the subsidiary on February 28, 1920, the Commissioner 
reduced invested capital by a prorated portion of the sur- 
plus of the subsidiary from March 1 to December 31. The 
action of the Commissioner in making such reduction is 
sustained.—Remington Rand, Inc., v. Commissioner, Dec. No. 
3871 (C. C. H.), Docket No. 34726. 


In determining whether dividends paid during a given 
year were paid from earnings of the current year or from 
surplus existing at the beginning of the year, the earnings 
of the entire year may be prorated where earnings of the 
current year to the date of payment of a dividend cannot 
be accurately determined.—Atlas Tack Company v. Commis- 
sioner, Dec. 3974 (C. C. H.), Docket No. 11497. 


In computing invested capital for the taxable years, sur- 
plus should be reduced by the full amount of depletion sus- 
tained in prior years, notwithstanding the total amount of 
deductions allowed from income under the revenue acts on 
account of depletion was less than the amount of depletion 
sustained.—Carbo Petroleum Company v. Commissioner, Dec. 
4014 (C. C. H.), Docket No. 9524. 


Loss.—In 1919 a bank called upon petitioner to pay $24, 
153.12 as guarantor for certain loans and in that year peti- 
tioner paid $4,899.58 cash and gave his note for the balance. 
Petitioner was on the cash basis. Held, that the $4,899.58 
is a proper deduction and that the amount of the note is 
not deductible as a loss sustained in 1919. 7 B. T. A. 557 
modified.—Morris Sass v. Commissioner, Dec. No. 4005 (C. 
C. H.), Docket No. 6922. 


Sales, Completed.—Where a vendor executes a contract 
of sale and a deed and where the vendee is immediately 
placed in possession of the property sold, and where the 
contract and deed are placed in escrow, the deed to be de- 
livered when he has paid the purchase price, Held, that such 
transaction was completed in the year in which the contract 
and deed were executed.—Old Farmers Oil Company v. Com- 
missioner, Dec. No. 4017 (C. C. H.), Docket No. 2824. 

Statute of Limitations.—When timely returns were filed 
for the year 1920, 1921 and 1922 with waivers for the years 
1920 and 1921 filed by certain of the petitioners on March 
4, 1926, deficiency letters having been mailed to the peti- 
tioners by the Commissioners on December 17, 1925, and 
appeals filed with the Board on February 2, 1926, Held that 
the Statute of Limitations was suspended during the period 
in which the appeals were pending before the Board and 
that the assessment of additional taxes is not barred.— 
Stuart A. Russell v. Commissioner, Dec. No. 3990 (C. C. H.), 
Docket Nos. 11513, 11514, 11515, 11516. 

Taxable Income—An organization known as _ Julius 
Rosenwald Fund was organized in 1917 for charitable, 
scientific, educational, and religious purposes. During the 
years in controversy the petitioner gave, through the me- 
dium of purported assignments, dividends on stocks, inter- 
est on a promissory note and rent from certain properties 
owned by the petitioner. He also clipped and gave to that 
fund, prior to maturity, coupons from the United States 
Liberty Bonds. Petitioner, at all times during the period 
of these purported assignments, retained ownership and 
possession of the stocks, bonds, notes and real estate from 
which the income so assigned was derived. Held, that said 
income is taxable to the petitioner.—Julius Rosenwald V. 
Commissioner, Dec. No. 4038 (C. C. H.), Docket Nos. 7351, 
12388. 


(Continued on page 270) 
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This standard size 25-volume set 
cited 


of Modern American Law, 
by Supreme Courts as “M. A. L., 
is the basis of the Blackstone 
course. 
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A Law Course For Accountants 


HE field of business venture which comes under the ex- 

amination of the accountant in modern practice has 
become so broad that a thorough knowledge of law and 
equity is well nigh indispensable. 

In an address before the ninth annual meeting of The 
American Association of University Instructors in Ac- 
counting, Mr. Edward E. Gore, C.P.A., of Chicago, and 
a former president of the American Institute of Account- 
ants, said in part: 


“* * * The modern tendencies of accounting practice are such 
as * * * call for training in the law in directions that have 
heretofore failed of recognition. This tendency suggests the 
desirability of extending the courses provided for the primary 
education of the public accountant * * *. ese courses of 
study are almost entirely of a legal nature. * * * It is cer- 
tain that both the accountant and the lawyer need to know more 
about each other’s profession than 
has ever been the case before.” 





Spare Time Law Training 


Accountants who appreciate the a 
value of additional law study can 
get, where residence instruction is 
impractical, the training they need 
through the extension law course 
conducted by the Blackstone In- 
stitute. 

This course, in addition to the 
usual business law subjects, also 
covers ‘the field of Adjective Law. 
Instruction is given in the law of 
Evidence, Pleadings in Civil Ac- 
tions, Practice in Civil Actions, Equity, Equity Pleading 
and Practice, Attachment and ‘Garnishment, Judgments 
and Executions, Courts, Taxation, Probate Law, Bank- 
ruptcy, Real Property, Landlord and Tenant, Private Cor- 
porations, Partnership, and 45 other subjects. 

Many successful attorneys are graduates of this course. 


The Outstanding Law Course 


_The Blackstone Institute delivers to its students imnfe- 
diately upon enrollment the complete set of text books for 
the entire course—not one volume at a time. 

This is the famous 25-volume Modern American Law 
library, cited as standard and authoritative by the courts 
of last resort. (See illustration in miniature above.) This 
library forms the basis of the course and because of its 
elaborate indexing system serves immediately as a valuable 
reference work upon the entire field of modern dry law. 


Elaborate Lesson Material 


But the.set of text books is only one part of this rather 
unusual course. There is, in addition, the instructive les- 
son .material mailed at- regular intervals. The lessons 


tional work. 
of text reading and 


most thorough plan 


teach it to you. 


or 2 +48 


GOOD REASONS 


Blackstone Institute teaches one subject 
only—Law, and its present course is based on 
36 years of experience in non-resident educa- 


2. The instruction method is a combination 
study of leading illustrative 


cases—a method recognized as the best and 


direct the student’s study efforts carefully, provide him 
with the written work to be done, and call his attention to 
the rules of law pertaining to his regular daily affairs. 
The LL. B. degree is conferred upon graduation. 

Included among the prominent legal authorities who 
have contributed text and lesson material to the course are 
Justices Taft and Sutherland, of the U. S. Supreme Court, 
the deans of eight leading resident law schools, and fifty 
—— professors, lawyers, and state supreme court 
judges. 


Law Training Increases Accounting Practice 


There is evidence to show that advanced law training, 
such as the Blackstone Institute provides, enables public 
accountants to increase their practice and come in contact 
with lines of work they would not 
- otherwise obtain. 

This explains why in recent 
years accountants have been turn- 
ing to the Institute in constantly 
increasing numbers and it is to be 
noted that the majority of these 
are established practitioners who 
already possess the C. P. A. cer- 
tificate. 


Write for Details 


The complete story of Black- 
stone training for accountants is 
given in an attractive 128-page 
book, “The Law-Trained Man.” A 
copy will be sent you free upon request. 
Use the convenient coupon below or ad- 
dress a post card request to Blackstone In- 
stitute, Dept. 340-B, 307 North Michigan 
Ave., Chicago, Illinois. 


yet devised. 

3. The authors of the Blackstone course are 
outstanding authorities in the field of 
They know what law you need and how to 


law. 





Blackstone Institute 


Dept. 340-B, 307 N. Michigan Ave., 
Chicago, Ill. 


Please send me by mail, and without obligation, a 
copy of your free 128-page book, “The Law Trained 
Man,” and details of your law course and service. 
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Transferee, Liability of.—(Section 280, Revenue Act of 
1926.) A taxpayer sustained losses in 1921 and 1922 render- 
ing it insolvent. In 1923 it conveyed all of its assets to 
petitioner, a new corporation organized by certain of its 
stockholders, together with other parties not previously 
identified with it, the consideration of the sale being the 
assumption by petitioner of certain specified debts of the 
taxpayer and being all of its then known liabilities. In 
1924 respondent determined a deficiency for the year. 1920, 
later assessed same against the taxpayer, and in 1926 pro- 
posed assessment of same against petitioner under Section 
280 of the Revenue Act of 1926. On the facts, held, that 
petitioner is not liable at law or in equity as transferee of 
the assets in question, such transfer having been made in 
good faith without intent to hinder or defraud creditors of 
the transferor and for a good and sufficient consideration, 
the debts assumed and paid by petitioner being in excess of 
the value of the property received.—The Fostoria Milling & 
Grain Co. v. Commissioner, Dec. No. 3968 (C. C. H.), Docket 
No. 17191. 


Trust Distinguished from Association—Where a Texas 
corporation is dissolved and by reason of such dissolution 
its assets are transferred to those composing its Board of 
Directors, as trustees for the creditors and stockholders of 
the corporation, and where such trustees enter into no new 
operations, Held, that the trustees neither by themselves 
nor in connection with the stockholders of the dissolved 
corporation constitute an association within the meaning of 
the Revenue Acts of 1918 and 1921.—Trustees for Creditors 
and Stockholders of Gonzolus Creek Oil Company (Dissolved), 
v. Commissioner, Dec. No. 4030 (C. C. H.), Docket No. 
13393. 


Refund Claims Based on Special Assessment 


Held Not Reviewable by Courts 
(Coniinued from page 257) 


case, the determination whether the taxpayer is en- 
titled to special assessment was confided by Congress 
to the Commissioner, and could not, under the Revenue 
Act of 1918, be challenged in the courts—at least in the 
absence of fraud or other irregularities. It was further 
held that jurisdiction to review the Commissioner’s de- 
terminations in such cases was not conferred by the 
Act of 1924, which created the Board of Tax Appeals. 
In reaching the latter conclusion the Court (Mr. Jus- 
tice Brandeis) said: 


There is nothing in that act which purports to enlarge the 
jurisdiction of the Court of Claims or to extend the scope of 
judicial review over determinations of the Commissioner. 
The contention that it has this effect rests wholly on our 
decision in Blair v. Oesterlein, supra. The contention fails to 
take account of the important difference between an appeal 
to the Board of Tax Appeals, on the one hand, and an 
original suit in the Court of Claims, or in a district court, 
on the other. The Board of Tax Appeals was created to 
perform the administrative functions theretofore discharged 
by the Committee on Appeals and Review, which the Com- 
missioner of Internal Revenue had established in his office. 
See House Report 68th Cong. Ist Sess., No. 179, p. 7; 
Senate Report, 68th Cong. Ist Sess., No. 398, p. 8. The 
Committee had regularly reviewed determinations granting 
or denying special assessment under Nos. 327 and 328. The 
granting of these powers of review to the Board of Tax Ap- 
peals did not change the character of the appeal. And it 
affords no reason to conclude that Congress intended that 
the Court of Claims and the district courts should also be 
authorized to re-examine the decisions of the Commissioner 
on questions of the character here involved. 


It is true that unlike the Committee, the Board of Tax 
Appeals is not a part of the Bureau of Internal Revenue. 
The Board is an independent agency. But by specific pro- 
vision of the Revenue Act of 1924, c. 234, No. 900 (k), 43 
Stat. 253, 238, it was defined as an agency “in the executive 
branch of the Government.” Compare Goldsmith v. Board 
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of Tax Appeals, 270 U. S. 117, 121-122. Its sole function 
consists in reviewing, on appeal, determinations of the Com- 
missioner under the revenue laws. The fact that the Com- 
missioner is a party to all cases before it enables the Board, 
by rules of procedure which it has developed, to leave to 
the Commissioner the initial determination of many ques- 
tions requiring the use of facts not in the record. Its lim- 
ited and specialized functions enables its members to ac- 
quire the extensive special knowledge and the specific ex- 
perience essential to sound exercise of judgment in dealing 
with questions arising under Nos. 327 and 328. 


The Installment Sales Tax Compromise 
(Continued from page 253) 


The taxpayer will be benefited by the section as agreed to 
in conference in the determination of a deficiency for 1919 
and the following years of the transition period. 

Everyone who has had anything to do with in- 
stallment sales and who has been a party to the 
general compromise with respect to this section, has 
hoped that the confusion and the wrangles with re- 
spect to this feature have been brought to an end. 

In the June issue of the National Income Tax 
Magazine, the discussion of the new income tax pro- 
visions of the Revenue Act of 1928 makes the fol- 
lowing statement with reference to Section 705. 

The new provisions apply only to the year in which the 
taxpayer changes to the installment basis. Apparently no 
relief is given for the years following the change, in which 


the taxpayer may have received collections on sales made 
prior to the change. 


Such a conclusion misinterprets the law, and 
might, by continuing the confusion, defeat the ob- 
jective for which Congress, the Treasury and the 
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taxpayer agreed to the compromise represented by 
the section. 

The Act is dealing with alternatives based on one 
state of facts, i. e. the taxpayer was entitled to 
change to the installment method. One situation 
deals with an overpayment of the tax and the other 
with an underpayment. The terms of the Act apply 
equally to the two alternatives, and therefore, just 
as the section provides for a refund for the year in 
respect of which the change is made or any subse- 
quent year, so also does the section provide for the 
finding of a deficiency for the year in respect of 
which the change is made or any subsequent year. 

At first reading the section appears somewhat 
ambiguous. It does not at first seem to clearly state 
what shall happen in the years following the first 
year of the change. Examine the phrases more 
closely however, and here is what the analysis 
shows: 

(1) No refund or credit or income war profits, or excess 

profits taxes— 

Covering what period? 
—for the year in respect of which the change is 
made or any subsequent year. 

Now see subdivision (2) (note the word “and” con- 

necting (1) and (2)). 
(2) No deficiency shall be determined or found in re- 

spect of any such taxes. 


What taxes?—Section (1) 
—income, war profits, or excess profits taxes— 
For what period ?—Section (1) 
—for the year in respect of which the change is 
made or any subsequent year. 
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(2) Continued 


—unless the taxpayer has underpaid his taxes for 
such year— 


What year?—Clearly by (1) 
—for the year in respect of which the change is made 
or any subsequent year— 


(2) Continued 
—computed by excluding, in computing income, 
amounts received during such year— 

What year? Clearly the same year in which under 
proper circumstances a refund might be claimed, 
viz; 

—the year in respect of which the change was made 
or any subsequent year— 

Apparently, therefore, the phrase “such year” as 
used in (a) has to do only with the propriety of 
changing to the installment basis at all, and is not 
to be applied to the discussion of a refund or an 
additional assessment in (1) and (2). 

From the foregoing analysis, from the study of 
the history of tax legislation regarding the transi- 
tion period from accrual to the installment meth- 
ods, and from the explanation offered in the Senate 
and the House in securing the adoption of this sec- 
tion, it seems clear that the provisions both with 
réspect to a refund and with respect to an additional 
assessment, cover not only the year of the change, 
but all subsequent years of the transition period. 

This provision has been arrived at after some 
very hard work by serious and capable men seeking 
a solution that would permit such relief as could 
properly be given by provisions which could be 
passed. No one seems to have considered this sec- 
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TAXES 


By JOHN H. SEARS, of the New York City Bar 
Author Sears’ “Trust Estates,” “Trust Company Law,” Etc. 


HE purpose of this book is FIRST, to point out funda- 

mental differences between methods of avoiding or 

reducing taxes which may safely be regarded as ef- 
fective and lawful, as distinguished from forbidden eva- 
sion, and SECOND, to furnish synopses of all tax s 
tems, State and Federal, 
Assessments, Returns, Rates, Exemptions, Deductions, 
Collections, Penalties, etc. 


Mr. John H. Sears, author of Sears’ “Trust Estates,” 

“Trust Company Law,” etc., has given legal advice on 

SEND COUPON TODAY! tax problems for years. His accl 
information on this topic is now offered the 
profession in practical form, fully annotated. 


Large business concerns find it profitable to 
employ legal tax experts to put into effect tax 
saving methods, which, like devices for reduc- 
ing insurance premiums, put money in the 
It is equally profitable for every tax- 
payer, and is now made possible through the 
use of Sears on MINIMIZING TAXES... . 
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tion perfect. Senator Reed of Pennsylvania said, 
“T do not think anybody is altogether satisfied with 
it,” and in the words of Senator Smoot, “This is the 
very best compromise that could possibly be ar- 
rived at.” 


The Operation of the Special Advisory 


Committee 
(Continued from page 251) 

fact, now generally known to many practitioners, that 
perhaps not one special assessment data sheet out of 
ten in cases where special assessment was granted as 
recently as a year ago, is accurate. In the majority of 
cases the figures shown on the data sheet do not repre- 
sent the final audited figures of the comparative and 
often the data sheet shows comparatives engaged in a 
different business from taxpayer. For this reason the 
committee has been obliged to adjust many of these 
cases with the taxpayers. 

The committee has also devised a new form of sixty 
day deficiency letter, the use of which was begun on 
December 31, 1927. The sixty day letters prior to 
this referred to previous letters with a statement that 
the conclusions therein stated .were sustained. It was 
thought that the sixty day letter in itself should fully 
advise the taxpayer of all the adjustments made and 
contain a complete statement of the final audit of the 
case. The new form devised by the committee does 
this. 

The committee disposes of many cases in which 
appeals have been taken pending the decision of the 
courts of a question involved in litigation at the time 
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the appeal is taken. If the appeal is decided favorably 
to the taxpayer the committee closes out all of these 
cases. 

The committee has caused to be sent in from the 
field to Washington more than one hundred employees . 
of the Bureau of Internal Revenue, such as reviewers,: 
assistant Internal Revenue Agents in charge and others 
occupying important positions in field work. These 
men spend sixty days at Washington with the com- 
mittee and then return to their stations in the field. 
Twenty-three of these men have been selected and 
assigned to posts in the field where they represent the 
committee and hear the cases which are more con- 
yeniently heard in the field. 

Viewed from all angles, this committee has made an 
important contribution to the administration of the in- 
come tax law in this country. When the Board of Tax 
Appeals first began to hold hearings there were many 
cases in which the evidence was not conflicting and 
was clearly in favor of a taxpayer, but notwithstand- 
ing this the taxpayer was compelled to try a case before 
the Board and consume much of the Board’s time in 
hearing uncontradicted evidence to establish a clear 
case. There was no excuse for this trial consuming the 
time of the taxpayer, of the General Counsel and of 
the Board of Tax Appeals and causing trouble and 
expense to all parties. The committee has not only 
eliminated many of these trials, but has also settled 
many cases upon conflicting evidence and made advan- 
tageous settlements for the Government. In order that 
these trials, for which there is no justification, may be 
done away with it is necessary that the General Coun- 

(Continued on page 276) 
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sel’s office co-operate fully with the committee. Many velops new facts which are useful in defending a case, 
practitioners know that there have been cases in which The General Counsel’s office has now established a unit 
the evidence is not conflicting and which the taxpayer + within itself to settle cases involving questions of law, 
can easily prove, but which the’ Géneral Counsel’s and this unit functions much the same way that the 
office in the past has refused to refér. to the committee. committee does on questions of fact. 

The attitude of those in that office who were reluctant That there has been and will be criticism of the com- 
to refer cases to the committee has now changed. This mittee is unavoidable. If all men whose names appear 
change has probably been due to the fact that the Gen- in history from the days of Christ to the present day 
eral Counsel and the Assistant General Counsel were were subjects of criticism in their careers, it cannot be 
never in sympathy with it. When the committee recom- expected that anything can be accomplished with free- 
mends the defense of a case it analyzes the case and dom from criticism. If infallibility were a test for 
writes a memorandum for the assistance of the attorney admission to the employees’ rolls of the Bureau of 
who is to defend it. These memoranda have been Internal Revenue or for admission to the rolls of those 
found to be great assistance in the defense of a case. who practice there, both would be barren. All now 
The committee makes further investigations and de- agree that the committee was not ‘created soon enough. 
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